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Academic and Career Development
1211 Avenue of the Americas
New York, NY 10036-8775

(212) 596-6222
Fax (212) 596-6213

January, 1994

To Administrators of Accounting Programs
and Accounting Educators Mini-conference Participants
The AICPA Academic and Career Development Division is pleased to
send you the eleven teaching cases developed under the 1993
Professor/Practitioner Case Development Program.
The program is
designed to encourage accounting educators and practitioners to
collaborate on the development of real-world-based cases for use
in the accounting curriculum.

Based on actual incidents and situations, or on data from SEC
files, these cases are intended for use in one-to-three hour class
periods. An index indicating the appropriate courses in which the
materials can be used is attached.
Incorporating these cases in
your curriculum will give students a fuller understanding of the
concepts
and practical
considerations
relevant
to
current
accounting issues.
Please pass this Information and the cases
along to members of your faculty for use in their classrooms.

Cases developed under the AICPA Case Development Program are
copyrighted by the American Institute
of Certified Public
Accountants and donated to the public domain for use in higher
education.
You may copy the material as needed for use in your
educational programs.
Information about the 1994 program cycle and an application form
are enclosed.
Proposals for the development of cases should be
received by February 15, 1994.
Selections will be made by the
AICPA's Curriculum and Instruction Subcommittee.
Cases developed
under the 1994 program will be published and distributed as well.
The authors will receive a specially-bound volume containing the
published cases.

We welcome any questions or comments you have about the program.

Sincerely yours,

Beatrice Sanders
Director

Enclosures

Accounting. Don’t Just Learn a Business. Learn the Business World.

American Institute of Certified Public Accountants
Academic and Career Development Division

1994 PROFESSOR/PRACTITIONER
CASE DEVELOPMENT PROGRAM

OBJECTIVE

The program is designed to encourage accounting educators and practitioners to collaborate on the development
of case materials based on actual incidents and situations. Cases based on data from SEC files are also
acceptable. These real-world-based cases should be for classroom use in the teaching primarily of financial
and managerial accounting, international accounting, and ethics. Cases that address the causes of fraudulent
financial reporting and strategies for preventing and detecting fraud are particularly encouraged. All cases
should include a brief discussion of the tax implications and issues inherent in the situations described.
Cases should be designed for use in one-to-three hour class periods.
The AICPA would especially
like to encourage the development of materials for intermediate-level courses. Thus proposals for cases
appropriate for undergraduate use will receive special attention.

Authors will waive copyright and royalty rights, so that cases may be published in reproducible form
and distributed to academic institutions and interested firms. Recipients of these cases will be free to copy the
material for use in educational programs.

PARTICIPATION PROCEDURE
Interested professors should submit a completed application form with a curriculum vita (resume) to Walter
F. O’Connor, % AICPA Academic and Career Development Division, Case Development Program, 1211
Avenue of the Americas, New York, NY 10036-8775. Questions may be directed to Walter O’Connor at
(212) 636-6122. The deadline for submissions is February 15, 1994.
Applications will be screened by an AICPA task force of educators and practitioners drawn from the
Curriculum and Instruction Subcommittee. Selections will be made by April 1, 1994. Professors should have
obtained the consent of a practitioner to participate in supplying data and developing the case, and detail such
arrangements in their proposals. Practitioner co-authors may be in public accounting, private industry, or the
not-for-profit or governmental sectors.

CASE PRESENTATION/PUBLICATION

Authors of eight cases will present their work at the 1994 Accounting Educators Mini-Conference scheduled
for November, 1994 in Portland, Oregon. One academic author and one practitioner will attend as guests of
the AICPA. These eight cases, along with a group of alternates, will be published by the AICPA and made
available gratis to accounting educators. The authors will receive a specially-bound volume containing all the
published cases.
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Intermediate II
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Can You Recognize an Asset Impairment
When You See It? The Restructuring of
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Financial Theory
Auditing
Advanced Cost or
Controllership
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SUPERIOR BUSINESS PRODUCTS, INC.

David M. Dennis, Professor
University of South Florida, Tampa

Peter Rodriguez, Jr., Partner
Ernst & Young, Tampa, Florida

Angela Norris looked over her new office at Superior Business Products, Inc. (SBP) with a feeling of
accomplishment. After graduating from the University of South Florida with both a Bachelors and a Masters
degree in accounting, she had quickly passed the CPA exam. Following a five year stint in public accounting,
she had moved on to a series of different accounting positions in a variety of publicly held businesses. Now she
had been named the new Vice President of Finance for Superior, replacing Melvin Smith who had recently
retired.
SUPERIOR’S HISTORY

Angela reflected on what she knew about her new employer. SBP was created in Harrisburg, Pennsylvania in
1973 as a family-owned business. After seven years of steady growth, the family decided to take the company
public to raise additional working capital funds. The initial public offering (IPO) took place in June, 1980 with
300,000 shares of common stock being sold in the over-the-counter market. Later sales, plus a 2 for 1 stock split,
brought the outstanding shares currently to approximately 900,000.

SUPERIOR’S BUSINESS
Historically, Superior, through its own operations and those of two wholly owned subsidiaries, has been involved
in a variety of business activities. Superior itself is primarily a marketer of business forms used in electronic data
processing equipment. Until recently, the company also controlled a subsidiary (Unique, Inc.) which was engaged
in the web-offset printing business. Unique’s business activities lay in two specific areas: (1) printing of business
forms, and (2) a book binding operation.
In addition to Unique, SBP operated a second subsidiary, Altech Publishing, which specializes in producing,
selling and servicing computer based interactive graphics systems used in the design and drafting process by
architects and engineers. Altech produces both the hardware and necessary software which is sold in appropriately
packaged configurations.
The original product of Altech had been known as the System Z line of computers. After a relatively
successful four year life span, the System Z had become technologically obsolete. Executives at Altech had
recognized the emerging obsolescence problem in early 1993. Through a major research and development effort,
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the company had developed a more competitive graphics system which it had named the GraphBest System. By
mid-1994, System Z was no longer produced and all production and sales efforts focused on GraphBest.
The development and production of GraphBest had consumed a significant amount of cash from both Altech
and Superior. The product required a large increase in production capacity, warehouse space utilization and
inventory carrying costs. To replenish its bank accounts, Superior was planning to issue additional common stock
in a public offering that would take place in the first half of fiscal 1995.

CURRENT ACCOUNTING ISSUES
As Angela sat down at her desk, she began to think about the complex accounting issues which she was facing
at the outset of this new position. She and her staff were going to have to wrestle with the facts quickly and come
up with recommendations for John Herrington, SBP’s CEO. John wanted the accounting for certain recent
transactions to be acceptable to the current external auditors (Able & Zorn). Just yesterday, John had told Angela
that he wanted any accounting questions raised by the CPAs to be resolved in favor of SBP, while still allowing
the auditors to express an unqualified audit opinion on the company’s financial statements. Angela knew that, as
a public company, the external auditors were not the only ones who would have to accept the company’s
accounting decisions. The resulting financial statements for the fiscal year ending on August 31, 1994 would be
filed in the near future with the Securities and Exchange Commission as a part of the company’s annual 10-K
filing requirement.

ISSUE NUMBER ONE

The first significant issue involves the sale by SBP of Unique’s bindery assets. For the 1993 fiscal year, Unique
had shown an operating loss of $1.9 million. That loss had led Superior’s outside auditors (Burley & Holbrook,
who had served as outside auditors since 1980) to raise a serious question as to whether Unique could be
considered a "going concern." After considering a variety of factors, the auditors concluded that Unique was
still a going concern. However, they informed SBP management that, in their opinion, if Unique continued to
incur operating losses, it should no longer be viewed as a going concern and should be liquidated.
Because of the heavy losses at Unique last year, SBP’s consolidated financial statements for 1993 reflected
a net loss of $334,000, or $.39 per share of common stock. Management had hoped that through a combination
of sales improvement and cost control, Unique would return to profitability in 1994. However, despite
management’s efforts, the bindery portion of Unique’s operations continued to produce significant losses. In fact,
such losses were estimated to be running between $120,000 and $150,000 per month. Finally, in March of 1994,
management decided to shut down the bindery operation completely.
In April, 1994, John Herrington had met Jerry Zorn (managing partner of Able & Zorn) at a Rotary Club
meeting. During their conversation, Herrington had asked Zorn whether he could sell certain bindery assets,
which had a current appraised value in the range of $1.4 million to $1.8 million) in exchange for a small amount
of cash and a large note and still recognize any gain on the transaction in the current accounting period. Zorn
replied that, so long as the notes were fully collectible, he saw no reason why the total gain could not be
recognized immediately. On August 2, 1994, Herrington terminated the relationship between SBP and its former
auditors and hired Able & Zorn.
On August 29, 1994, SBP sold all of its bindery assets to Quality Bindery, Inc. (QBI). QBI had been created
two days earlier by Dan Malone, a former Vice-President of Unique. Malone, who resigned from Unique on
August 26, is the sole owner of QBI, having invested $20,000 of his own funds to establish the business. The
sale of the bindery assets involved the following events, conditions and results:
1.

The sale price was $2.9 million.

2.

QBI gave SBP $900,000 in cash and a note for $2 million. The note was to pay interest at the current prime
rate. Under the terms of the note, the first payment of principal and interest will occur 13 months from the
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date the note was signed. The note will mature in six years with a balloon payment of $1.3 million due at
the maturity date.
3.

The $900,000 cash was borrowed by QBI from a local bank. The bank required that the bindery assets be
put up as collateral for the loan and that SBP guarantee full payment of the loan in the event of a default by
QBI. Under this agreement, Dan Malone, as an individual, made no personal guarantee with respect to either
payment or collection of the loan. However, SBP guaranteed that it would direct enough bindery business
to QBI on an annual basis to enable QBI to make its debt payments. In addition, SBP subordinated its
security interest in the bindery equipment to the bank’s security interest.

4.

Based on the cost of the bindery assets, the agreed sales price, and the comments of Jerry Zorn regarding
recognition of gain, Herrington has expressed a desire to recognize $1.8 million of the $2.5 million gain
produced by the sale. The remaining $700,000 will be deferred because of the interest rate differential
between SBP’s borrowing rate (prime plus 3%) and the rate specified in the note (prime). This $700,000
deferred gain will be recognized on a pro-rata basis as interest payments are received on the note.

Angela thought about the current relationship of Dan Malone to SBP. Through a consulting agreement with SBP,
Dan has continued to manage the remaining printing operations of Unique. Since QBI operates out of the same
bindery facilities originally utilized by Unique (located next door to the SBP facilities), this arrangement is very
convenient for both parties. In this capacity, Dan is also able to direct the flow of work from the printing
operations to the bindery.
Angela also thought about the importance of the sale of the Unique assets to the current fiscal year results
of SBP. Without the gain on the sale, SBP would report a consolidated net loss of $1.2 million. By recognizing
the gain, however, a net income of $213,000 would be reflected in SBP’s income statement for 1994.

ISSUE NUMBER TWO
The second critical issue facing Angela and her staff involves the recognition of revenue on two significant
transactions in which customers had ordered GraphBest systems on a "bill and hold" basis. In a bill and hold
transaction, a customer agrees to purchase inventory items but the selling company retains physical possession
of the items until the customer instructs the seller to ship them to a specified location or locations (See the U.
5. Securities and Exchange Commission Release "In the Matter of Arthur Andersen & Co.” referred to in the
Suggested Reference Material at the end of the case).
The first transaction involved the Altech subsidiary and Zebra Systems, a leasing company with expertise in
placing computers and other electronic equipment. The second transaction involved the sale of two GraphBest
systems to a company called Atlantic Systems, Inc.

The Zebra Transaction. Angela knew that Zebra frequently leased computer systems and other electronic
equipment to users who did not wish to purchase such equipment and run the risk of rapid technological
obsolescence. By December 1, 1993, Zebra had ordered 15 of the GraphBest systems on a "Bill and Hold" basis.
The terms of the purchase were as follows:
1.

Zebra would make a down payment of $250,000 in cash.

2.

Altech would assist Zebra in locating potential end-user lessees for these systems.

3.

Final payment for each system would be made within 30 days of the date that Zebra placed the system with
a lessee and made the system operational at the lessee’s site.
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The Atlantic Transaction. Atlantic is in the business of buying and selling computer systems in the retail market.
In order to become a Southeastern States distributor for the GraphBest line, an Atlantic Systems’ Vice-President
of Marketing had agreed that Atlantic would acquire no less than 25 of the GraphBest systems during the period
from September 1, 1993 through August 31, 1995. Failure to order this number of systems would disqualify
Atlantic as a distributor.
On June 27, 1994, Atlantic had ordered two GraphBest systems, both under bill and hold terms. The
purchase contract for the first system contained the following stipulations:

1.

Atlantic had bid on a U. S. Government contract which, if awarded to Atlantic, would lead to the government
acquiring this Graphbest system.

2.

The contract award decision was to be made within the next four months.

3.

Altech would retain physical possession of the system until delivery was called for by Atlantic.

4.

Payment would be made by Atlantic upon delivery and installation of the system.

5.

The purchase order would be rescinded with no liability by Atlantic to Altech if Atlantic did not win the
government contract.

The second GraphBest system ordered by Atlantic had already been sold to Critical Design, a sole proprietorship
which operates a tool design business. Angela had seen a memo from the sales department at Altech which noted
that the owner of Critical Design had an oral understanding with an Atlantic salesman to the effect that closure
on the purchase agreement was dependent on Critical Design receiving necessary bank financing. Angela also
knew that this system was still in the Altech warehouse as of August 31, 1994.

QUESTIONS
Answer the following questions, assuming that you are the CFO of Superior Business Products, Inc. and you have
all of the information stated in the case.

Questions Related to Issue Number One:
1.

Would you concur with your CEO’s proposed accounting treatment for the sale of Unique’s bindery assets
to QBI? If so, why? If not, in what way(s) would you suggest that the proposed accounting be changed?
Cite authoritative accounting support for your answer.

2.

Is the transaction between SBP and QBI a "related party" transaction as defined by Statement of Financial
Accounting Standards No. 57? If the answer to this question were "yes," what would be the implications,
if any, for the proper accounting treatment and/or disclosure of facts related to the transaction? Draft the
footnote which you believe should be presented in Superior’s 1994 financial statements.

3.

In your opinion, is it appropriate for the management of SBP to seek an opinion regarding proper accounting
for a proposed transaction from a CPA firm which is not serving as the outside auditor? Why or why not?

Questions Related to Issue Number Two:

1. Under what circumstances, if any, is it appropriate for a seller to recognize revenue when the sale has been
made on a bill and hold basis?
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2.

If you were Angela, would you support the recognition of revenue on the Zebra transaction in fiscal 1994?
Explain why.

3.

If you were Angela, would you support the recognition of revenue on either of the Atlantic transactions in
fiscal 1994? Explain why.

SUGGESTED REFERENCE MATERIAL
Accounting Principles Board. APB Statement No. 4 "Basic Concepts and Accounting Principles Underlying
Financial Statements of Business Enterprises" (New York: AICPA, 1970).

Auditing Standards Board. Statement on Auditing Standards No. 50 "Reports on the Application of Accounting
Principles" (New York: AICPA, 1986).
Financial Accounting Standards Board. Statement of Financial Accounting Concepts No. 2 "Qualitative
Characteristics of Accounting Information," (Stamford, Conn.: FASB, 1980).

______ . Statement of Financial Accounting Concepts No. 5 "Recognition and Measurement in Financial
Statements of Business Enterprises," (Stamford, Conn.: FASB, 1984).
______ . Statement of financial Accounting Standards No. 48 "Revenue Recognition When Right of Return
Exists," (Stamford, Conn.: FASB, 1981).
______ . Statement of Financial Accounting Standards No. 57 "Related Party Disclosures," (Stamford, Conn.:
FASB, 1982).
Jaenicke, Henry R. Survey of Present Practices in Recognizing Revenues, Expenses, Gains, and Losses: A
Research Report (Stamford, Conn.: FASB, 1981).

Linden, Dana W. "Dial F for Fishy," Forbes (November 25, 1991), pp. 158-9.
United States Securities and Exchange Commission. Accounting Series Release No. 292 "In the Matter of Arthur
Andersen & Co.", June 22, 1981. Published in SEC Accounting Guide (Chicago: Commerce Clearing House,
1989). (The relevant portion relates to the financial statements of Mattel, Inc.).

______ . StaffAccounting Bulletin 40, Topic 5E "Accounting for a Divestiture of a Subsidiary or Other Business
Operation" Published in SEC Accounting Guide (Chicago: Commerce Clearing House, 1989).
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Superior Business Products, Inc.
TEACHING NOTES

David M. Dennis, Professor
University of South Florida, Tampa

Peter Rodriguez, Jr., Partner
Ernst & Young, Tampa, Florida

This case is concerned with three primary financial accounting issues — substance versus form, related party
transactions and revenue recognition under bill and hold contracts. In addition, the case allows for discussion of
the topic of opinion shopping by a reporting entity. The case was written primarily for use in financial accounting
courses such as Intermediate II (Financial II) or Accounting Theory. However, it could also be effectively used
in Auditing courses. With adequate out-of-class preparation by members of the class, the case discussion should
not require more than one and a half to two hours of class time. Total class time required would depend on the
number of issues covered and the depth of discussion of each issue.
BACKGROUND OF THE CASE
The content of this case has been adapted from the information in two Accounting and Auditing Enforcement
Releases (AAER) issued by the Securities and Exchange Commission. These Releases are AAER No. 86 "In the
Matter of Frantz, Warrick, Strack & Associates, P.C., and Joseph A. Becker" issued February 10, 1986 and
AAER No. 108 "In the Matter of Stewart Parness" issued August 5, 1986. In these releases, the SEC alleged
that the reporting companies were guilty of:

1.

Recording transactions based on their form rather than their economic substance.

2.

Recording revenue prior to completion of the earnings process.

Although the views of the SEC on the accounting issues of this case are clearly evident in the Enforcement
Releases, this information does not appear in the case as written. We did not want the SEC’s views to bias student
judgments as they sought to answer questions raised by the case.
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CLASSROOM USE OF THE CASE

At the undergraduate level, this case is well suited for the Financial II (Intermediate II) course and the first
Auditing course. In courses which normally precede these, accounting majors are typically exposed to revenue
recognition concepts, the concept of representational faithfulness (substance versus form) and disclosure
guidelines. As an Auditing case, it would fall naturally into the discussion of the auditor’s responsibility to
understand a client’s accounting methods, determine whether compliance with GAAP has been achieved, negotiate
audit adjustments with the client, render an opinion on the application of accounting principles and report on the
client’s financial statements.
At the graduate level, the case would fit well into an MBA financial accounting course, an Accounting
Theory course or an Auditing course.
TEACHING METHODOLOGY
It is not uncommon to find that student recall of prior course material is below the instructor’s expectations. To
deal with this problem, we recommend that appropriate advance readings relevant to the case be required prior
to the assignment of the case or coincident with its assignment. (Suggested readings were identified at the end
of the student version of the case.) This reading requirement would help to equalize the students’ knowledge base
and enhance the quality of class participation.
A classroom technique which should increase student input is to divide the class into teams of three or four
students and have them corporately develop their views of the issues in the case prior to the in-class discussion.
A potentially effective variation on the team approach involves role playing — i.e., one student takes the part of
the company controller, another is a bank loan officer who is considering a loan application from the company,
a third team member could be a current stockholder, etc.
The case raises several interesting questions which can be addressed by the class. They include at least the
following:

1.

How important is the issue of substance versus form in determining proper accounting treatment of a
transaction?

2.

How should a related party transaction be accounted for and what financial statement disclosures are
applicable to the transaction?

3.

At what point in a bill and hold transaction is it appropriate to recognize revenue?

4.

Is it appropriate for a company’s management to seek the opinion of one or more CPA firms other than its
present auditor regarding proper accounting for a proposed transaction?

THE SUBSTANCE VERSUS FORM ISSUE
The Accounting Principles Board spoke to this issue in its Statement No. 4, "Basic Concepts and Accounting
Principles Underlying Financial Statements of Business Enterprises," which was issued in October 1970. In
paragraph 127, the Board noted that the economic substance of transactions should be emphasized even if their
legal form implied a different treatment. Although this viewpoint is well recognized in the accounting profession,
the FASB, in Concept Statement No. 2 has observed that "Substance over form is, in any case, a rather vague
idea that defies precise definition" (para. 160).
In its 1994 financial statements, Superior recognized $1.8 million of the $2.5 million gain on the sale of the
bindery assets of Unique to QBI. The legitimacy of Superior recognizing this gain was challenged by the SEC
on the grounds that the transaction lacked economic substance. The SEC cited the following factors in support
of its conclusion:
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The sale was transacted at approximately $1 million above the appraised value of the property. The SEC
viewed the differential price as an "unnegotiated premium price based on the bindery successfully operating
in the future."
QBI’s ability to pay off its note to Superior was dependent on QBI being able to operate at a profitable level
in the future. Such profitable operations in the future were unlikely given the bindery’s past operating loss
history.

3.

The purchasing company was newly formed and had no operating history of its own.

4.

There was no significant investment in QBI by its founder.

5.

There was a continuing involvement in the operations of QBI by Superior. Through Malone’s consulting
agreement with Superior, he continued to function in a supervisory capacity at Superior and direct the flow
of product from Superior to QBI.

6.

Superior’s guarantee of QBI’s loan, its subordination of its interests in the bindery assets to the interest of
the bank, QBI’s dependence on Superior for business in order to generate cash by which to make loan
payments and the existence of delayed payment terms for the note, all demonstrated that Superior had not
actually transferred its risks related to these assets to QBI.

In Staff Accounting Bulletin No. 40, Topic 5E, "Accounting for a Divestiture of a Subsidiary or Other Business
Operation," the SEC sets forth its views on factors that are necessary for a transfer of assets to be considered
as a divestiture:
In assessing whether the legal transfer of ownership of one or more business operations has resulted in a divestiture for accounting
purposes, the principal consideration must be an assessment of whether the risks and other incidents of ownership have been
transferred to the buyer with sufficient certainty.

Elements of a transaction which would raise doubts as to the certainty of risk transfer include:

1.

Continuing involvement by the seller in the transferred business,

2.

Absence of significant financial investment in the business by the buyer, such as a token downpayment,

3.

The buyer’s ability to repay debt created by the transfer being dependent on successful future operations of
the business, or

4.

A continuing necessity for the seller to guarantee the buyer’s debt or its ability to perform under its contracts.

After discussing the substance versus form merits of Superior’s transfer of Unique’s bindery assets to QBI, the
instructor might wish to ask the following question: If for legal purposes, QBI now holds title to the bindery
assets, but under economic substance the accountants should ignore that fact, how should these "transferred"
assets be treated on Superior’s consolidated balance sheet?
In SAB 40, Topic 5, the SEC argued that they should appear in the seller’s balance sheet under a caption
such as "Assets of business transferred under contractual arrangements (notes receivable). * Any related liabilities
would be disclosed as "Liabilities of business transferred." A footnote to the financials would provide
information related to legal and financial arrangements and reasons for the accounting treatment accorded to these
items.
If the acquiring business were to suffer future operating losses, the SEC argues that these should be used,
as a minimum, to support a valuation allowance adjustment to the account representing the transferred assets on
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the seller’s books. Any future operating profits by the acquirer would be ignored by the seller. The SEC’s
argument for this position is that the seller has transferred the right to benefits from the assets to the buyer but
has not transferred the risks of exposure to losses.
THE RELATED PARTY ISSUE
The first question to be addressed in this area is whether or not the sale of the bindery assets by Superior to QBI
is a related party transaction. SFAS No. 57, "Related Party Disclosures," provides the relevant guidance for this
question. The definitions of two terms in this Standard would be applicable to this discussion:

Affiliate. A party that, directly or indirectly through one or more intermediaries, controls, is controlled by,
or is under common control with an enterprise.
Control. The possession, direct or indirect, of the power to direct or cause the direction of the management
and policies of an enterprise through ownership, by contract, or otherwise.

A portion of the Board’s definition of the term "related party" would also be important to this discussion. In part,
the Board defined this term to include "...other parties with which the enterprise may deal if one party controls
or can significantly influence the management or operating policies of the other to an extent that one of the
transacting parties might be prevented from fully pursuing its own separate interests."
Given that the business activities of QBI and its management are identical to those that previously existed
when the business was known as Unique, it certainly could be argued that, in substance, QBI is just as much an
affiliate of Superior as Unique was. In like manner, it seems that Superior has just as much control over the
operations of QBI as it had over Unique, through the consulting agreement with Malone. There is a legal veil
of separation, but is that veil really meaningful? The SEC considered QBI and Superior to be related parties but
did not state specific reasons for that conclusion.
The class might be tempted to focus its argument on the fact that QBI’s ultimate financial viability and its
ability to repay Superior are completely linked to Superior’s business involvement with QBI. Here it is important
to note that SFAS No. 57 does not stipulate that economic dependency of one enterprise on another creates a
related party situation. That fact alone would be insufficient to invoke the disclosure requirements of this
Standard.
The second question that might be addressed in this area is whether or not a related party transaction should
be accounted for any differently from one which is at arm’s length. The accounting literature seems to be quite
clear on this point. Codification of Statements on Auditing Standards, Section AU 334, "Related Parties" notes
that"...established accounting principles ordinarily do not require transactions with related parties to be accounted
for on a basis different from that which would be appropriate if the parties were not related." There is a
heightened risk, however, that the reporting company’s accounting for the transaction will follow form rather than
substance. SFAS No. 57 recognizes this concern when it states that "[transactions involving related parties cannot
be presumed to be carried out on an arm’s-length basis, as the requisite conditions of competitive, free-market
dealings may not exist."
Assuming that the identified related party transaction has been accounted for properly, the primary financial
statement issue becomes one of adequacy of disclosure. Here the rules are very precise. The required disclosures
are (per SFAS No. 57):
1.

The nature of the relationship(s) involved.

2.

A description of the transactions ... for each of the periods for which income statements are presented, and
such other information deemed necessary to an understanding of the effects of the transactions on the
financial statements.
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3.

The dollar amounts of transactions for each of the periods for which income statements are presented and
the effects of any change in the method of establishing the terms from that used in the preceding period.

4.

Amounts due from or to related parties as of the date of each balance sheet presented and, if not otherwise
apparent, the terms and manner of settlement.

The following footnote might be offered by the instructor to generate class discussion:

Related Party Transaction. On August 26, 1994, the Company sold all of its bindery assets formerly held by
Unique, Inc. to another entity for $2.9 million. The buyer paid $900,000 down and issued a note for the
remaining $2 million. The terms of this sale were not materially different from those which would have been
produced if the sale had been to an arm’s length party.

Questions which could be generated by a discussion of this footnote would include:
1.

Should the name of the buyer be disclosed? The apparent answer is no, unless the identity of the buyer is
necessary for users of the financial statements to understand the transaction. (See note 3 in FAS No. 57.)

2.

Should the terms of the $2 million note be disclosed? Yes, either in this note or elsewhere in the financial
statements. (See FAS No. 47.)

3.

Should the portion of the gain which was recognized and the portion which was deferred be disclosed? Yes,
either in this note or elsewhere in the financial statements.

4.

Should the last sentence be included in the footnote? According to SFAS No. 57, such "equivalence"
comments are permissible only if the content of such comments can be substantiated.

THE BILL AND HOLD ISSUE
The discussion of this issue could appropriately begin with a discussion of the meaning of critical terms such as
"revenue," "earnings process," and "significant obligations by the seller." According to Statement of Financial
Accounting Concepts No. 3, "Elements of Financial Statements of Business Enterprises," revenues are defined
as inflows of assets or settlements of liabilities that arise from such activities as delivering or producing goods
or rendering services when these are part of an entity’s ongoing primary operations during a specific period of
time. Such revenues are considered to be earned when the selling entity has substantially completed those tasks
which it must complete in order to be entitled to the benefits that will flow from these revenues. Thus, the
earnings process would not be deemed to be completed if the seller has continuing obligations to the buyer, such
as assisting the buyer to find customers for resales of the product.
The impact of such obligations on revenue recognition was made very clear in Statement of Financial
Accounting Standards No. 48, "Revenue Recognition When Right of Return Exists." In this Standard, the FASB
stated six conditions all of which must be met for revenue to be recognized when the buyer has a contractual right
to return the product. One of those six is that the seller must "not have significant obligations for future
performance to directly bring about resale of the product by the buyer."
Although the topic has not been addressed widely in accounting literature, "bill and hold" transactions have
been at issue in several accounting releases issued by the SEC. In Accounting Series Release No. 292, "In the
Matter of Arthur Andersen & Co.," the use of bill and hold procedures by Mattel, Inc. was criticized by the
Commission. The Commission believed that Mattel had recognized such revenues prematurely because:

1. The merchandise was not shipped prior to recognizing revenue.
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2.

The customer did not have to make any payments to the seller until specific goods were shipped to the
customer and accepted.

3.

Mattel failed to segregate the bill and hold goods from its regular inventory and failed to identify the
inventory as belonging to a customer.

4.

The customer could cancel the purchase without penalty at any time prior to receipt and acceptance of the
merchandise.

5.

Risks of ownership (such as loss due to damage, theft or destruction) remained with Mattel.

6.

Content of many shipments, and related invoices, were made by Mattel without any input from or
consultation with the customer.

As a result of these elements of the transaction, the Commission argued that Mattel simply had given the customer
an option to purchase the merchandise. There was no risk for the customer and, consequently, no sale.
An additional enforcement release by the Commission provided the basis for the bill and hold component of
the present case. As identified above, this was AAER No. 108. In this Release, the Commission set forth the
following specific requirements that should be met before a seller could recognize revenue in a bill and hold
transaction:

1.

The risks of ownership must have passed to the buyer;

2.

The customer must have made a fixed commitment to purchase the goods, preferably reflected in written
documentation;

3.

The buyer, not the seller, must request that the transaction be on a bill and hold basis. The buyer must have
a substantial business purpose for ordering the goods on a bill and hold basis;

4.

There must be a fixed schedule for delivery of the goods. The date for delivery must be reasonable and must
be consistent with the buyer’s business purpose (e.g., storage periods are customary in the industry);

5.

The seller must not have retained any specific performance obligations such that the earning process is not
complete;

6.

The ordered goods must have been segregated from the seller’s inventory and not be subject to being used
to fill other orders; and

7.

The [ordered goods] must be complete and ready for shipment.

The Commission considered the above listing to be important conceptual criteria to be utilized in determining
whether a bill and hold transaction has produced earned revenue for the seller. The listing was not intended to
be a checklist where compliance with all seven requirements would guarantee that revenue should be recorded.
In fact, the Commission specifically stated that a bill and hold transaction could meet all seven of the criteria and
still fail to meet the requirements for revenue recognition.
In addition to the above seven criteria, the Commission identified several other factors that financial statement
preparers should consider in evaluating a bill and hold transaction:

1. The date by which the seller expects payment, and whether it has modified its normal billing and credit terms
for this buyer;
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2.

The seller’s past experiences with and pattern of bill and hold transactions;

3.

Whether the buyer has the expected risk of loss in the event of a decline in the market value of the goods;

4.

Whether the seller’s custodial risks are insurable and insured;

5.

Whether APB No. 21, pertaining to the need for discounting the related receivable, is applicable; and

6.

Whether extended procedures are necessary in order to assure that there are no exceptions to the buyer’s
commitment to accept and pay for the goods sold, i.e., that the business reasons for the bill and hold
[purchase] have not introduced a contingency to the buyer’s commitment.

In light of the above criteria, recording of revenue by Altech on the "sales" of the GraphBest Systems was
inappropriate. In the Zebra transaction, there were two critical conditions that had to be met before Altech could
say that the earnings process had been completed. First, Zebra had to locate an end-user lessee (with potential
assistance in this process by Altech) and, second, the system had to be made operational at the lessee’s site. Only
after these conditions were met would Zebra have any payment obligation to Altech.
Contingent elements of the contracts between Altech and Atlantic would also negate revenue recognition on
those "sales." In the case of the secondary sale by Atlantic to the U. S. Government, it was unknown as of
Altech’s year end whether Atlantic’s bid would win the government contract. Absent that decision, Atlantic’s
purchase from Altech would be rescinded. Clearly, the earnings process on this transaction was not complete as
of Altech’s year end.
Sale of the second system to Atlantic hinged on the ability of Atlantic’s customer (Critical Design) to receive
bank financing to support its purchase. The case does not indicate whether such financing had been obtained by
August 31, 1994. If it had not, the oral contract between Atlantic’s salesman and the owner of Critical Design
would preclude Atlantic from having a completed sale. If there is an understanding between Altech and Atlantic
that Atlantic’s obligation to Altech is dependent on Atlantic’s subsequent sale of the product, then Altech would
not meet the revenue recognition criteria on its transaction with Atlantic.
The class may ask whether there are positions other than that of the SEC which could be used to determine
proper accounting for a bill and hold transaction. Although there appear to be no specific rules that directly
address this transaction type, the instructor might want to illustrate the use of analogous reasoning to define
GAAP in a given instance. An appropriate vehicle for this purpose would be the accounting rules contained in
Statement of Financial Accounting Standards No. 66, "Accounting for Sales of Real Estate." Paragraph 105,
which describes conditions that must be met before revenue may be recognized, paragraph 118, which deals with
the seller’s continuing involvement in the property, and paragraph 132, which describes "sales" which are really
options to purchase the property, would be particularly helpful in a discussion of defining GAAP by analogy.

THE OPINION SHOPPING ISSUE

The instructor might begin this discussion by asking the class to identify reasons why management of a company
would seek an opinion on proper accounting for a transaction from an accountant other than the company’s
present outside auditor. An appropriate reason would be to seek alternative viewpoints in areas where generally
accepted accounting principles are not well defined. Another possibility, of course, is that management is seeking
an opinion which is more consistent with its financial reporting goals. To illustrate an extreme case of this type,
the instructor might want to discuss the Broadview case as described in AAER No. 54, "In the Matter of
Broadview Financial Corporation," which was issued in April of 1985. This case involved a company which had
a disagreement with its present auditors over proper accounting for a real estate transaction which Broadview had
financed. Broadview, a savings and loan holding company, had indirectly supplied the funds ultimately used by
the buyer of a tract of land to pay Broadview a $4 million fee related to financing of the transaction. Because of
the circular nature of the cash flows, Broadview’s current auditor refused to allow recognition of the $4 million
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fee as current revenue. Broadview, which badly needed the revenue in order to report current earnings, then
sought the opinions of four other large CPA firms. Three of the four objected to current revenue being recorded
as a result of the transaction. The fourth firm was willing to accept that accounting result. Broadview then severed
its relationship with its existing CPA firm and hired the firm which would permit revenue recognition. As a
public company, Broadview had to file an 8-K with the SEC related to the change in auditors and identify whether
any accounting disputes had occurred between the company and its old audit firm. This filing led to an SEC
investigation which ultimately caused Broadview to file restated financial statements which omitted the $4 million
of revenue.

In its enforcement release, the SEC articulated its views on the potential impact of the "opinion shopping" process
in the following words:
Certainly it is not per se illegal or improper for an issuer to change the independent accounting firm which conducts an audit of
its financial statements. However, if the manner in which the issuer changes its auditors restricts the independence of the new
auditors or calls into question their objectivity, such conduct erodes the public’s belief in the integrity of both the financial markets
and the independent audit function.

The release went on to note that "[a]uditors should act cautiously when approached by an issuer in search of an
opinion which differs from that given by its existing auditors." After noting these views, the instructor could
have the class consider the professional responsibilities of the approached auditing firm as described in
Codification of Statements on Auditing Standards, Section AU 625 (SAS No. 50). This statement notes that when
the approached auditor is asked to give a written or oral opinion regarding the application of accounting principles
to either a completed or a proposed transaction, he/she should consider such factors as:

1.

who is the requester of the report,

2.

the circumstances under which the request is made,

3.

the purpose of the request, and

4.

the requester’s intended use of the report.

Furthermore, the approached accountant, as an aid to reaching an informed conclusion, should perform certain
procedures:

1.

obtain an understanding of the form and substance of the transaction,

2.

review applicable generally accepted accounting principles,

3.

if appropriate, consult with other professionals or experts, and

4.

if appropriate, perform research or other procedures to ascertain and consider the existence of creditable
precedents or analogies.

The Standard also notes that the approached accountant "should consult with the continuing accountant ... to
ascertain all the available facts relevant to forming a professional judgment. Some of the relevant facts identified
by the Standard include:

1. the form and substance of the transaction,
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2.

how management has applied accounting principles to similar transactions, and

3.

whether the method of accounting recommended by the continuing accountant is disputed by management.

OTHER ISSUES
Although not directly addressed in the case itself, there are a number of other issues which the instructor may
wish to bring out during the class discussion. Some of these issues include:

1.

Factors to consider in valuing the note from QBI, if the transaction as a sale was allowed to stand.

2.

In relation to the bill and hold discussion, other revenue "enhancers" such as channel stuffing, purposeful
overshipping to customers, etc. See the "Dial F for Fishy" article in the suggested readings.

Copyright 1993 by the American Institute of Certified Public Accountants (AICPA) and donated to the public domain for educational use.
Cases developed and distributed under the AICPA Case Development Program are intended for use in higher education for
instructional purposes only, and are not for application in practice. The AICPA neither approves nor endorses this case or any solution
provided herewith or subsequently developed.

AICPA Case Development Program

Case No. 93-02: Can You Recognize An Asset Impairment When You See b? The Restructuring of Wheeling-Pittsburgh ♦ 1

CAN YOU RECOGNIZE AN ASSET IMPAIRMENT
WHEN YOU SEE IT?
THE RESTRUCTURING OF WHEELING-PITTSBURGH
Susan K. Wolcott, Assistant Professor
University of Denver, Colorado

Stephen M. Chambers, Systems Accountant1
Cyprus Amax Minerals Company, Englewood, Colorado

INTRODUCTION

During the spring of 1988, Gary Roberts retired from his job as an insurance agent. Soon after retirement, he
felt it was necessary to evaluate his portfolio of retirement assets. One of the assets in his portfolio was $200,000
face value of Wheeling-Pittsburgh Corporation (Wheeling) Senior Secured Series B 16 Percent Notes he
purchased in 1978. Because this asset represented 40% of Gary’s retirement portfolio and because of Wheeling’s
Chapter 11 status, he was very concerned about a possible decline in the value of the asset.
At the time Gary purchased the notes in 1978, he had little doubt about his ability to collect payment on the
notes when they would come due. Gary was dismayed when Wheeling filed for bankruptcy in April 1985, but
believed he would not incur a significant loss under reorganization. By 1988, however, the company’s prolonged
efforts at reorganization had caused Gary to become more concerned about the amount he could expect to receive
from his investment.
In reviewing his recently received copy of Wheeling’s 1987 audited financial statements, Gary noted that in
each of the last three years the company had recognized significant restructuring charges. In reading the financial
statement footnotes, Gary noted that a significant component of the charges was for writedown of asset book
values. This puzzled Gary, as he wondered why the company’s assets needed to be written down.
Upon further consideration, Gary wondered whether other steel companies had taken similar writedowns.
Gary then obtained the current and prior financial statements of two other large steel companies, Bethlehem Steel
Corporation and USX Corporation (formerly United States Steel Corporation). To his surprise, Gary discovered
that both companies had written their assets down several years earlier than Wheeling.
This discovery caused Gary to question whether Wheeling’s management had intentionally delayed writing
down the company’s assets. He also wondered how Wheeling’s financial statements could have received a
"clean" audit opinion prior to the company’s 1984 financial statements.

1 Opinions expressed by Mr. Chambers do not necessarily reflect the opinion of Cyprus Amax Minerals
Company or members of its management.
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Given the uncertainty regarding the value of his note, Gary gathered the following information about
Wheeling, the steel industry and two of Wheeling’s major competitors. Using this information, Gary wanted to
build a case that Wheeling should have recognized a writedown earlier than 1985 so that he could bring suit
against the company.
COMPANY BACKGROUND

Wheeling-Pittsburgh Corporation (Wheeling) was incorporated in 1920 as Wheeling Steel Corp., which
consolidated Wheeling Steel & Iron Co., Whitaker Iron Works (inc. 1892), Whitaker-Glesner (est. 1875), and
La Belle Iron Works (est. 1852). In 1968, Wheeling merged with Pittsburgh Steel Co. and became WheelingPittsburgh Steel Corp.
Wheeling is a major producer and supplier of flat rolled and fabricated steel products. Wheeling has also held
an interest in a West Virginia coal mine. Flat rolled products have been sold to the automotive, construction,
and container industries, as well as steel service centers. Fabricated products have been sold to the nonresidential, agricultural, and highway construction industries.
Wheeling has operated two raw steel producing plants: Steubenville (Ohio and West Virginia) and Monessen
(Pennsylvania). The company has operated several finishing and fabricating plants: Allenport (Pennsylvania),
Beech Bottom and Wheeling (West Virginia), and Martins Ferry and Yorkville (Ohio).
After entering bankruptcy, Wheeling recognized three large steel-related writedowns:
1985:
Close mines, idle steel facilities, reserve for supply contracts, writedown
$141 million
inventories, termination of pension plans
$327 million
1986:
Close facilities, writedown assets, accrue costs
$48 million
1987:
Close plant, accrue costs
The management of Wheeling including the following commentary in its 1985 annual report to explain conditions
that led to the company’s petition for bankruptcy:
Over the past four years, the domestic steel industry has experienced a dramatic contraction in product
demand resulting in huge losses as the industry reacts to its worst depression in fifty years. This depression
coupled with the indebtedness incurred by the Corporation in modernizing its facilities to become a more cost
effective steel producer has resulted over the past four years in the Corporation’s suffering substantial losses
and the severe erosion of its financial position and liquidity. These losses and erosion continued to occur
notwithstanding the increases in operating efficiencies resulting from the Corporation’s modernizing its
facilities, the implementation of various cost savings measures by the Corporation with the assistance of its
hourly and salaried employees, and the raising of capital through the sale of stock and the sale of certcan
assets. In light of the continuance of the depression, the Corporation attempted to negotiate a debt
restructuring arrangement with its commercial lenders and additional wage and benefit concessions with its
hourly employees. However, in April 1985, such negotiations failed to produce an agreement satisfactory to
all parties and the Corporation determined to reorganize under the protection of the Federal bankruptcy laws.

INDUSTRY BACKGROUND
The United States experienced a general economic recession during years 1980 through 1982; however, steel
companies experienced sharper declines in revenues than other types of manufacturers, particularly during 1982
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(see Figure 1). Although the U.S. economy as a whole improved beginning in 1983, steel companies experienced
a continued decline in sales, relative to other manufacturers.2
The decline in revenues for integrated U.S. steel companies resulted primarily from reductions in product
demand, rather than from declines in product prices (see Figure 2). Shifts in product demand corresponded with
a drop in demand for domestic automobiles beginning in 1979, as well as increased competition from domestic
mini-mills and foreign companies.
Over the years 1978-82, there was a marked decline in the U.S. proportion of worldwide raw steel production
(see Figure 3). Extending through 1984, there was also an increase in imports as a percent of U.S. steel supply.
Major importers of steel to the United States included companies from Canada, Brazil, France, West Germany,
Japan and South Korea. Trends in international competition caused U.S. steel companies to claim that foreign
competitors used unfair trade practices in the U.S. market. The following major protectionist events occurred
during 1978-87:

1978
1982
1982
1983

•
•
•
•

1984 •

1985 •

Federal government Trigger Price Mechanism in place
United States and the EEC limit European import levels
Several steelmakers file unfair trade complaint against Japan
U.S. Special Trade Representative declined to investigate, but announced a program of consultation
with Japan
Comprehensive Fair Trade Program announced by the White House, limiting imports of steel
products
U.S. Special Trade Representative concluded voluntary restraint agreements with 16 countries and
the EEC to limit steel imports through 1989

Given the drop in steel product demand, steel labor employment declined dramatically during 1980 through 1987
(see Figure 4). During this time period, steel companies sought contractual concessions from labor unions,
arguing that U.S. labor costs were too high relative to international competitors. A number of major industry
wide labor negotiations occurred with the United Steelworkers of America, including:
1982 •
1983 •
1985 •

Union members rejected attempts by the industry to reduce hourly labor costs
Union members accepted contractual concessions that reduced hourly wages by $1.25, suspended
cost of living adjustments, and reduced other benefits
Steel Companies Coordinating Committee, responsible for collective bargaining with the union,
dissolved

The industry also experienced three major strikes by other unions: a 111-day Bituminous Coal Miners strike
during 1978; a Fraternal Association of Steel Haulers strike during the fourth quarter of 1978; and a 72-day
United Mine Workers of America strike during 1981.
The U.S. steel industry was also plagued with technological inferiority. Foreign competitors and U.S. mini
mills utilized more efficient technologies, increasing the competitive pressure on traditional integrated steel
companies. During the late 1970s and the 1980s, the domestic integrated steel manufacturers eliminated
substantial portions of their outmoded facilities and invested in expensive modernization strategies. Technological
changes included adoption of the more efficient continuous casting process (see Figure 5). The modernizations

2 Figures 1 and 2 report data for primary metals companies, rather than steel manufacturers, because the data
is based on classifications reported by the U.S. Department of Commerce. Data for raw steel manufacturers,
as reported by the American Iron and Steel Institute, display a similar pattern.
Copyright 1993 by the American Institute of Certified Public Accountants (AICPA) and donated to the public domain for educational use.
Cases developed and distributed under the AICPA Case Development Program are intended for use in higher education for
instructional purposes only, and are not for application in practice. The AICPA neither approves nor endorses this case or any solution
provided herewith or subsequently developed.

AICPA Case Development Program

Case No. 93-02: Cm You Recognize An Asset Impairment When You See It? The Restructuring of Wheeling-Pittsburgh ♦ 4

substantially reduced the labor-hours required for steel production and reduced finished product reject rates,
cutting the cost per ton of domestic steel from $684 in 1982 to $481 in 1988?
COMPANY ENVIRONMENT

Balance sheets for Wheeling as of December 31, 1978 and 1987 are presented in Appendix A. The comparative
balance sheets demonstrate the company’s apparent liquidity and stability in 1978, as well as the changes in
investing and financing over the ten years.
Selected income statement information for Wheeling over the years 1978 through 1987 is provided in
Appendix B. The information demonstrates the trends in sales, gross profit and net income over the ten-year
period. Also highlighted are all nonrecurring, or unusual, income statement items.
Figures 6 through 13 contain financial ratios for Wheeling on a comparative basis with two of its major
competitors, Bethlehem and USX. These ratios include: percent gross profit margin, days sales in ending
inventory, total asset turnover, return on ending assets, operating cash flow as a percent of 1974 assets, capital
expenditures as a percent of ending assets, market value per share as percent of book value per share, and total
liabilities as percent of total assets.
The following discussions provide details about several aspects of the company, including: investing
activities, financings, dividends, changes in top management, plant closures, labor, and management strategies.
Investing

In 1979, Wheeling entered into a Consent Decree Agreement with the Environmental Protection Agency to
resolve all significant existing environmental proceedings against Wheeling in Pennsylvania, Ohio, and West
Virginia. The Consent Decree provided for the construction of pollution control facilities by the end of 1982.
Wheeling estimated that the cost would be approximately $87 million. Also in 1979, Wheeling approved and
began construction of a rail rolling mill at its Monessen facilities. The company estimated that the cost of the
project would be approximately $105 million. The rail mill and the environmental control facilities were to be
financed primarily by government guaranteed and direct government loans totaling over $150 million.
In 1980, Wheeling acquired a 75 percent interest in Gateway Coal Company, by assuming future minimum
royalty payments, but requiring no cash outlay. The company continued expenditures on the rail mill and
pollution control facilities.
In 1981, Wheeling completed the rail mill and placed it in service. Also that year, the company approved
the construction of continuous slab and bloom caster facilities and began related expenditures.
In 1983, spending continued on environmental control facilities. Wheeling applied for and received an
extension from the EPA to complete certain environmental control projects provided for under the Consent
Decree Agreement.
After the continuous casters were completed and placed into service early in 1984, Wheeling expended funds
only for continuing environmental project and minimal maintenance projects.

Financing
In 1978, Wheeling offered a new issue of $9 million Preferred Stock to employees under an Employee Stock
Purchase Plan as a source of funds. In addition, the company completed negotiations with its lenders to modify
the company’s loan agreement.
In 1980, the company borrowed $31 million under a bank credit agreement and $98 million under government
guaranteed loans for financing the rail mill and the pollution control facilities.

3 See Ruth Simon, "Efficiency Is Not Enough," Forbes, November 28, 1988, pp. 41-42.
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In 1981, Wheeling negotiated additional long-term debt to finance the rail mill and the pollution control
facilities ($96 million) and the continuous slab and caster project ($40 million). Terms of these financing
agreements limited total net borrowing under these facilities to $160 million.
The American Finance Corporation increased its interest in Wheeling to 14.7 percent in 1982. Also that year,
Wheeling issued approximately $26 million of Preferred Stock to meet minimum pension funding requirements
with an additional $19 million issued under Employee Stock Investment Plans. Further, the company committed
to additional net borrowing of $170 million under various facilities for continuous caster project and the pollution
control project. The continuous caster borrowing included a provision for an additional $60 million in financing
through 1984. Finally, Wheeling amended its Bank Credit Agreement to liberalize covenants regarding
maintenance of working capital, net worth, and liabilities and net worth ratio.
In 1983, Wheeling issued $15 million Series C Preferred Stock under an Employee Stock Investment Plan,
replacing certain employment related costs. The company borrowed an additional $43 million under the
additional continuous caster borrowing agreement. Further, the Internal Revenue Service granted Wheeling’s
petition to defer funding of 1982 pension costs ($51 million) over fifteen years beginning in 1984. In further
efforts to raise funding, the company sold tax benefits related to certain additions of property, plant, and
equipment for approximately $50 million. Wheeling once again amended its Bank Credit Agreement to liberalize
covenants regarding maintenance of working capital, net worth, and liabilities and net worth ratio through
December 1985.
In 1984, Wheeling issued additional $3 million of Series C Preferred Stock under an Employee Stock
Investment Plan, replacing certain employment related costs. Also in 1984, Wheeling signed a stock purchase
agreement with Nisshin Steel Co., Ltd. for the purpose of forming Wheel-Nisshin, Inc., which would
manufacture and sell coated steel products. In connection with the agreement, Wheeling issued 1,050,000 shares
in 1984. This agreement with Nisshin was modified and reaffirmed in 1985 after Wheeling filed for bankruptcy.
During 1984, the company borrowed an additional $19 million under the additional continuous caster
borrowing agreement. As of the end of 1984, however, certain loan covenants restricted disposition of
properties, creation of additional debt, making certain investments, and maintenance of various financial ratios,
which Wheeling failed to comply with. Additionally, no funds were available under any of the corporation’s
existing credit agreements.
In 1986, while in bankruptcy, the company negotiated an additional credit facility of $60 million, secured by
its accounts receivable.

Dividends

Prior to its April 1985 bankruptcy filing, Wheeling had paid dividends on its common and preferred stock on only
a periodic basis. Preferred stock dividends were deferred in 1977, cleared in 1978, and then suspended in
February 1985. Common dividends consisted of one special $1.00 per share dividend that was declared in
November 1979.

Changes in Top Management
Wheeling underwent several major changes in top management. In 1977, the company’s chairman and chief
executive officer (Robert Lauterback) retired; he was replaced by Dennis Carney. A new president (George
Arnold) was named in 1979 and then resigned in 1980. Another new president (John Fry) was not named until
early 1985. Five months after the company’s bankruptcy filing in 1985, the chairman (Dennis Carney) resigned,
along with seven out of nine board of director members. A 34%-owner of the company (Allen Paulson) was then
elected chairman, and George Ferris was named chief executive officer.
In 1987, Allen Paulson sold his stock in the company and resigned. A new executive committee was formed,
including John Innes as chairman, Lloyd Lubensky (who purchased Allen Paulson’s stock) and George Ferris.
In March 1987, George Ferris resigned, and Lloyd Lubensky was named chairman. In April 1987, the president
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and chief operating officer (John Fry) resigned, and Richard Stoll was named interim chief operating officer.
In April 1987, William Scharffenberger was named president and chief executive officer.
Plant Closures
As with many other large steel firms during the 1980s, Wheeling periodically idled a number of its production
facilities. Idled operations included the steel-making furnaces at the Monessen, Pennsylvania plant which were
ultimately closed and written down in June 1986. Wheeling was also unsuccessful in some of its new
investments. After obtaining federally guaranteed financing for a new rail mill at the Monessen, Pennsylvania
plant, Wheeling closed all rail operations and took another writedown in December 1986. In addition, Wheeling
was plagued by pollution control problems. In June 1987, the company ultimately closed its Fallensbee, West
Virginia sinter plant for failure to meet emission control standards.

Labor

Wheeling’s employees belong to a number of different labor unions, the most important being the United
Steelworkers of America. Throughout the late 1970s and early 1980s, Wheeling sought to reduce costs by
obtaining wage and benefit concessions from the union. Because of Wheeling’s poor financial condition, the
company was able to obtain union approval in 1979 for a reduction in incentive wages. In 1980, the company
obtained union approval for a delay in scheduled raises and bonuses. Following a dispute with other steel
companies in 1981, Wheeling was ousted from a nine-member labor bargaining group and has negotiated with
the United Steelworkers separately since that time.
During 1982, the union members accepted preferred stock in exchange for foregone wages and benefits.
Later that year, the company agreed to postpone closing its Benwood, West Virginia tubing plant pending the
outcome of negotiations. Union members ultimately approved a new 43-month wage contract, including wage
cuts of 11%. In 1984, the union agreed to an additional delay of scheduled wage and benefit increases.
Wheeling’s labor negotiations deteriorated along with the company’s financial health during 1985. After the
company’s management threatened the union with a bankruptcy filing, United Steelworker union leaders urged
lenders to help keep the firm from bankruptcy; however, negotiations with the union and with lenders were
ultimately unsuccessful. Following Wheeling’s bankruptcy filing in April 1985, the company asked for but was
not granted a 30% decrease in wages and benefits. In July 1985, the company obtained a bankruptcy court ruling
allowing it to void its labor contract, which triggered a 98-day strike by the union (the industry’s first major strike
since 1959). Following a change in top management, the strike was settled with wage and benefit reductions
amounting to 16%.

Management Strategies
In 1979, the company consolidated its Monessen and Allenport Plants and the Yorkville and Martins Ferry Plants under
single operating management to achieve greater efficiencies. Also that year, the company began construction of a new
rail rolling mill at Monessen which would use modem technology to improve production efficiencies.
During 1981, the company began construction on continuous casting facilities, which like the rolling mill
would use modem technology to improve production efficiencies.
Beginning in 1982, Wheeling’s management announced that liquidity was the primary corporate objective and
that efforts were being made to generate and conserve cash.
From 1984 through bankruptcy petition in 1985, management continued to pursue a plan to reduce losses and
increase liquidity, which included the reduction of labor costs, the restructuring of debt, and the sale of additional
common stock.
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WHEELING’S WRITEDOWNS
Wheeling-Pittsburgh Steel Corporation announced three large steel-related writedowns prior to 1988.4 Following
are descriptions of the writedowns, obtained from the company’s financial statements and from Wall Street
Journal articles.
1985 Writedowns: $141 Million

Wheeling reported a total of $141 million in "unusual charges" as a separate line item before income taxes on
its 1985 income statement. The majority of the charges related to mine and manufacturing closures following
the company’s bankruptcy filing.
Financial Press
The first major announcement about the 1985 writedowns was made concurrently with second quarter 1985
earnings (Wall Street Journal 7/16/85):

Wheeling-Pittsburgh Steel Corp., poised for a bankruptcy court decision on its bid to void its labor
agreement, reported a record $50.1 million loss for the second quarter after taking a $28.7 million
charge...associated with the closing of a Minnesota iron ore mine and a Pennsylvania coal mine.

The company announced its results two days before a federal bankruptcy judge is expected to make the
first critical decision in Wheeling-Pittsburgh ’s bankruptcy-lawproceedings... The company proposes to cut
by 30% its hourly labor costs, to $15.20 from $21.40, in wages and benefits.
The second major announcement was made concurrently with third quarter 1985 earnings (Wall Street Journal
11/18/85):

Results for the recent quarter included charges of $56 million for the write-down of inventories and
creation of a reserve for certain raw material joint ventures.
Financial Statement Footnotes
The following excerpts were taken from the 1985 financial statement footnotes:

NOTE B — Unusual Items
Primarily as a result of various actions taken by the Corporation to reorganize under Chapter 11, the
following unusual charges to 1985 results were recorded:

4 "Large" writedowns are defined as those exceeding $9 million (1% of average assets, 1978-87).
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(In Thousands}

Mine closings, see Note K:
Butler Taconite
Harmar Coal
Investment reserves for certain raw material
Joint ventures, see Note K
Write down of certain inventories, see Note G
Closing of various facilities, see Note H
Expected excise tax from failure to meet minimum
pension finding requirements, see Note C
Total

$ 23,154
7,881
22,764
16,039
49,927

21,400
$141,165

NOTE C— Pensions and Other Post Retirement Benefits

As part of the Corporation’s reorganization under Chapter 11 bankruptcy, action was taken in October
1985 to terminate all pension plans sponsored by Wheeling-Pittsburgh Steel and its subsidiaries.
Included in prepetition liabilities is $21.4 million, provided in December 1985, for an excise tax which
the Corporation expects will result from the failure to meet minimum pension funding standards.

NOTE G — Inventories
In September 1985 the Corporation wrote down various slow moving and obsolete inventories to current
realizable value. The effect of this write down was $16.0 million (net of a $14.8 million favorable LIFO
effect). These inventories were primarily tubular.
NOTE H—Property, Plant and Equipment

In the fourth quarter 1985 the Corporation decided to permanently close various Allenport facilities
including the tube mill, various facilities at its Monessen and Steubenville Plants and the entire Benwood
Plant. The Allenport Tube Mill has been idle since mid-1984. The Benwood Plant, which served the oil
country as well as other pipe markets, had not operated since 1982. The facilities closed at Monessen
and Steubenville were also, for the most past [sic], idle including certain rolling mills no longer needed
given the installation of the continuous casters at these plants. The estimated loss resulting from these
closings is summarized below:
(In Thousands)

Properties:
Original cost
Accumulated depreciation
Net book value
Employee benefits
Other costs
Net charge to 1985 operations

$148,073
(113,994)
34,079
12,946
2,902
49,927

NOTE K— Certain Raw Material Transactions

In June and September 1985, the Corporation recorded a $23.2 million loss for the closing of the Butler
Taconite Iron Ore mine (24.5% ownership) located in Minnesota and $7.9 million for the closing of the
Harmar Coal Company mine (75% ownership) located in Pennsylvania.
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Third quarter 1985 results include investment reserves of $22.8 million for certain raw material joint
ventures due to the intended rejection or modification of related supply contracts. These reserves do not
include provisions for possible future claims against the Corporation for losses by parties to the
agreements which would arise upon rejection under Chapter 11 proceedings.
Claims arising from the potential rejection of raw material supply contracts may materially increase
the total claims against the Corporation. The amount of these claims cannot be determined at this time.

1986 Writedowns: $327 Million

Wheeling reported a total of $327 million in "restructuring charges" as a separate line item within operating costs
on its 1986 income statement. The majority of the charges related to the closure and writedown of additional
production facilities.
Financial Press
The first major announcement provided information about a temporary plant closure, but no writedown was
announced at that time (Wall Street Journal 6/4/86):

Wheeling-Pittsburgh Steel Corp. said it will furlough 600 workers and shut down its Monessen, Pa.,
plant’s blastfurnace and basic oxygen furnace operations, effective at the end of June... The steelmaker...
didn’t say whether it would permanently close the blast and basic oxygen furnace operations.
The second major announcement disclosed a planned writedown, ten days before release of second-quarter 1986
earnings (Wall Street Journal 7/18/86):

Wheeling-Pittsburgh Steel Corp. said it will take second-quarter charges totaling $83.2 million, mostly
for closing two facilities at its Monessen, Pa., plant, and expects to report a sizable net loss for the
quarter.

The current charges include $58 million for the closing of the blast furnace and basic-oxygen furnace at
Monessen. Wheeling also said it will take a $13.9 million charge in the quarter for estimated liabilities
from the permanent job eliminations related to an employee-buyout protection plan, formed under terms
of a labor contract renegotiation last year with the United Steelworkers union.
In addition, the steelmaker said it will take an $11.3 million charge to reflect miscalculations of the hourly
workers ’ benefit costs last year at closed facilities.

The third major announcement disclosed plans to close rail operations, but no writedown was disclosed (Wall
Street Journal 12/10/86):
Wheeling-Pittsburgh Steel Corp., citing a weak market and high imports, said it will close its Monessen,
Pa., rail operations and exit the rail business it entered with the help of government financing in 1981.

The action wasn’t surprising. Wheeling last July took a $83.2 million charge to close two other facilities
at the Monessen plant. The last remaining part of the mill was the continuous bloom caster, which feeds
semifinished steel to the rail mill. But direfactors, including depressed demandfor steel rails used in the
transportation industry and heavy import penetration, sealed the caster’s fate.
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Wheeling-Pittsburgh last October offered to turn the rail mill over to the Economic Development
Administration, the federal agency that helped finance the plant. In return, Wheeling reportedly asked
the EDA to forgive as much as $70 million remaining on the rail-mill loan.

The steelmaker’s unusual offer stemmed from its unsuccessful efforts to get financing to replace the
Monessen blast furnaces with an electric furnace, a more efficient way of making steel. Wheeling
apparently didn’t get many takers on an estimated $40 million in new loans needed for the Monessen
plant’s electric furnace.
Wheeling, in effect, will hand over the assets of the rail mill to the EDA, which backed 90% of the $105
million loan to build the plant in 1981.
The fourth major announcement disclosed plans to record fourth quarter 1986 writedowns (Wall Street
Journal 12/26/86):

Wheeling-Pittsburgh Steel Corp. said it will take a $223 million charge in the fourth quarter, primarily
for closing its Monessen, Pa., rail operations, and as a result, expects to report losses for the quarter and
year.

The current charge includes $186 million for the previously reported closing of the rail operations—which
marks the company’s exit from the rail business — and $37 million related to the company’s expectation
that its raw-material holdings will be worth less after it rejects or renegotiates supply contracts under the
company’s bankruptcy-law protection status.
Financial Statement Footnotes

The following excerpts were taken from the 1986 financial statement footnotes:
NOTE B — Restructuring Charges

Primarily as a result of various actions taken by the Corporation to reorganize under Chapter 11, the
following restructuring charges to 1986...results were recorded (1985 data omitted]:
(In Thousands)

Investment reserves for certain raw material joint ventures
Employee Buyout Program
Closing of various facilities:
Net book value
Employee benefits
Other costs
Net charge to operations
Total

$ 33,642
13,925

206,892
49,109
23.533
$279,533
$327,100

On June 2, 1986 the Corporation announced its decision to permanently close the Monessen, Pa. blast
furnace and B.O.F. operations at the end of June 1986. These operations primarily served the Monessen
rail mill and were unprofitable. At that time alternative raw material sources for the rail mill were being
investigated. On December 9, 1986 the Corporation announced that due to continued market
deterioration with high import penetration, it was discontinuing its rail operations at Monessen.
Other 1986 restructuring charges include an $11.3 million provision in June to reflect refinement of
employee benefit cost estimates for the 1985 facility closings and a $13.9 million June provision for
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estimated liabilities associated with permanent job eliminations which are expected to be realized under
terms of an Employee Buyout Protection Plan created as part of the 1985 USWA labor settlement. In the
fourth quarter 1986... the Corporation provided $33.6...for investment reserves for the modification and
intended rejection of related raw material supply contracts. As part of the Chapter 11 proceedings the
Corporation must assume, reject or renegotiate long-term contracts existing at the time of the April 1985
filing.

1987 Writedowns: $49 Million

Wheeling reported an additional $49 million in "restructuring charges” as a separate line item within operating
costs on its 1987 income statement. The majority of the charges related to the closure and writedown of
additional production facilities.
Financial Press

The only major writedown announcement during 1987 was made concurrently with plans to adopt a change in
accounting for post-retirement benefits (Wall Street Journal 12/21/87):
Wheeling-Pittsburgh Steel Corp., Wheeling, W. Va., said it will take a special fourth-quarter charge of
about $150 million for a change in accounting for post-retirement medical and life insurance benefits.
Wheeling-Pittsburgh also said it expects to record restructuring charges in the fourth quarter of between
$30 million and $50 million related to the closing or disposal of its Monessen, Pa., coke plant by year
end.
Financial Statement Footnotes
The following excerpts were taken from the 1987 financial statement footnotes:

NOTE B — Restructuring Charges
Primarily as a result of various actions taken by the Corporation to reorganize under Chapter 11, the
following restructuring charges were recorded in 1987...results [1986 and 1985 data omitted]:
(In Thousands)

Closing of various facilities:
Net book value
Employee benefits
Other costs
Other charges
Total

$44,502
(7,503)
1,205
10.403
$48,607

In December 1987, the Corporation wrote-offthe net book value of its Monessen coke plant and a sale
or permanent closing of this facility is pending. The Corporation recorded the estimated employee benefit
costs related to a coke plant closing and adjusted previously recorded provisions for employee benefits
related to previous facility closings. Other charges consist of an adverse purchase commitment and an
environmental matter.
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TWO MAJOR COMPETITORS’ WRITEDOWNS

Two of Wheeling’s major competitors are Bethlehem Steel Corporation and USX Corporation. Like Wheeling,
each of these companies announced a number of steel facility closures; however, these companies took
restructuring charges (including asset writedowns) much earlier than Wheeling.

Bethlehem Steel Corporation
Bethlehem took two major steel-related writedowns. The first writedown, $750 million in 1977, was related to
closings of certain steelmaking facilities. The second writedown, $1.05 billion in 1982, was related to additional
steel producing closures, plus planned ship repair yard divestments and coal mine closings. This writedown was
taken two to three years before final sales agreements were entered into for certain facility disposals.
The components of the steel-related writedowns were broken down in Bethlehem’s financial statement
footnotes as follows ($ in millions):

Employment related costs
Writeoff of facilities, net of estimated salvage values
Other costs

1977

1982

$483
167
100
$750

$ 700
160
__ 190
$1.050

Bethlehem disclosed that the employment related costs included estimates of unfunded pension plans as well
employee termination benefits, such as continued life and other insurance plus supplemental unemployment.
Bethlehem also took writedowns in its non-steel business operations: $100 million in 1985 primarily for
discontinued industrial fastener and ocean shipping operations; $82 million in 1986 primarily for oil field
equipment; and $75 million in 1987 for divestment of marine construction, oil field equipment, and coal mines.
USX Corporation
USX took three major steel-related writedowns. The first writedown, $809 million in 1979, was for closure of
both steel and non-steel manufacturing facilities. The second writedown, $1.1 billion in 1983, was for additional
closures of steel and non-steel facilities. The third writedown, $1.5 billion in 1986, was again for major closures,
primarily for a 27% reduction in steelmaking capacity.
USX did not provide a detailed breakdown of the costs for the 1979 writedown, but disclosed that a
"significant portion" was for employee related costs. Cost details for the 1983 and 1986 writedowns were
provided as follows ($ in millions):
1986
1983
Employee related costs (includes pension, insurance,
severance, unemployment benefits, etc.)
$ 700
$ 530
Employee related and other liabilities
927
160
Writeoff of facilities to estimated recoverable value
Other one-time costs and operating results during shutdown period
190
$1.457
$1.050
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GARY’S DECISION

After analyzing the information, Gary was still unsure about his prospects for a lawsuit, but decided to set up
a meeting with his attorney and CPA.

OPTIONAL ISSUE: AUDITING
In the spring of 1988, Sandra Montoya had just taken over as partner in charge of the Wheeling audit. She was
concerned about the possibilities of lawsuits against her firm caused by the Wheeling bankruptcy. In particular,
she was questioning whether Wheeling should have written its assets down prior to 1985.
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FIGURE 3
U.S. STEEL PRODUCTION AND U.S. STEEL IMPORTS
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Data: American Iron and Steel Institute, 1987 Annual Statistical Report

FIGURE 4
U.S. STEEL LABOR
900,000
800,000
700,000
600,000
500,000
400,000
300,000
200,000
100,000
0
1978

1979

1980

1981

1982

1983

1984

1985

1986

1987

FISCAL YEAR
Total Labor Hours

Average Number of Employees

Data: American Iron and Steel Institute, 1987 Annual Statistical Report
Copyright 1993 by the American Institute of Certified Public Accountants (AICPA) and donated to the public domain for educational use.
Cases developed and distributed under the AICPA Case Development Program are intended for use in higher education for
instructional purposes only, and are not for application in practice. The AICPA neither approves nor endorses this case or any solution
provided herewith or subsequently developed.

AICPA Case Development Program

Case No. 93-02. Can You Recognize An Asset Impairment When You See It? The Restructuring of Wheeling-Pittsburgh ♦ 16

FIGURE 5
RAW STEEL PRODUCTION BY TYPE OF CAST

FISCAL YEAR
Ingots

Continuous Cast

Data: American Iron and Steel Institute, 1987 Annual Statistical Report

Copyright 1993 by the American Institute of Certified Public Accountants (AICPA) and donated to the public domain for educational use.
Cases developed and distributed under the AICPA Case Development Program are intended for use in higher education for
instructional purposes only, and are not for application in practice. The AICPA neither approves nor endorses this case or any solution
provided herewith or subsequently developed.

AICPA Case Development Program

Case No. 93-02: Can You Recognize An Asset Impairment When You See It? The Restructuring of Wheeling-Pittsburgh ♦ 17

FIGURE 6
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FIGURE 8
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FIGURE 10
OPERATING CASH FLOW
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FIGURE 12
MARKET VALUE PER SHARE AS PERCENT OF BOOK VALUE
PER SHARE
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FIGURE 13
TOTAL LIABILITIES AS PERCENT OF TOTAL ASSETS
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APPENDIX A
WHEELING-PITTSBURGH STEEL CORPORATION
BALANCE SHEETS DECEMBER 31, 1978 AND 1987

Assets

1978

Current assets
Cash and equivalents
Net receivables
Inventories
Other current assets

$ 51
142
148
5

$ 219
106
139
21

345

485

391
46
0
11

463
6
0
49

$793

$1,002

Current liabilities
Current portion of long term debt
Short term notes payable
Accounts payable
Taxes payable
Accrued expenses
Other current liabilities

$ 21
0
60
12
104
15

$

Total current liabilities

211

155

Liabilities deferred in bankruptcy
Long term debt
Deferred taxes
Other liabilities
Minority interest

0
189
14
1
21

1,114
0
0
0
0

Stockholders’ equity
Preferred stock
Common stock
Additional paid-in capital
Retained earnings
Treasury stock

59
38
82
178
0

100
51
111
(528)
0

357

(266)

$793

$1,002

Total current assets

Net plant, property and equipment
Investments
Intangibles
Other assets

Total Assets

1987

% Change

40.6%

18.4
(87.0)
0.0
345.5
26.4%

Liabilities and Stockholders’ Equity

Total stockholders’ equity
Total Liabilities and Stockholders’ Equity

0
0
55
19
49
31

(26.5)%
00

(100.0)
(100.0)
(100.0)
(100.0)

(174.5)
26.4%
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$1 , 049

1984

-1 1 _________ 82

$772

1983

-5 0

$681

1985

172

$934

1986

219

$1 ,001

1987

*

Amounts greater than or equal to $9 million (1 % o f average assets, 1978-1987).

N et Income _______________________________________________ $19 ________ $50

$15

$60

$ -5 9

$ -5 4

$ -5 9 $ -3 0 3 $ -2 5 1

$ -6 6

Cumulative Effect o f Accounting Change (Aftertax):
Adopt SFAS 34 (interest capitalization)________________________________ 0 _______________________________________________________________________________
Single to multiple LIFO pools____________________________________________________________ + 2 9 _________________________________________________________
Straight-line to modified units o f production_______________________________________________________ + 20 _________________________________________________
Adopt SFAS 106 (post-retirement benefits)_______________________________________________________________________________________________________ -1 5 0

O ther Unusual *Items:
Sublease idle coal reserves____________________________________________________ + 3 0 ____________________________________________________________________
Sell tax benefits_________________________________________________________________________ + 33 ______________+ 4 9 _______________________________________

________ matter and purchase commitment____________________________________________________________________________________________________________ - 4 9

W ritedowns and Restructuring Charges (Pretax):
*
Close idle steel facilities, reserve for supply
contracts, writedown inventories; Close
taconite and coal mines; Expected excise
________ excise tax on pension termination________________________________________________________________________________________ -1 4 1 ____________________
Close rail facilities, writedown fixed assets,
reserve for supply contracts; Union
labor termination costs; Close steel
________ furnaces; Adjust prior year accrual_______________________________________________________________________________________________ -3 2 7 ____________
Close coke plant; Accruals for environmental

-6

1982

Gross Profit______________________________________________ 117________ 150________ 61________ 98

$1 , 054

1981

$755

$1 , 242

N et Sales______________________________________________ $1 , 155

1980

$1 , 151

1979

1978

WHEELING-PITTSBURGH STEEL CORPORATION
SELECTED INCOME STATEMENT INFORMATION 1978-1987
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Can You Recognize An Asset Impairment
When You See It?
The Restructuring of Wheeling-Pittsburgh
TEACHING NOTES
Susan K. Wolcott, Assistant Professor
University of Denver, Colorado
Stephen M. Chambers, Systems Accountant5
Cyprus Amax Minerals Company, Englewood, Colorado

CASE SUMMARY
The case scenario involves a hypothetical character, Gary Roberts, who recently retired and has invested 40%
of his retirement portfolio in the debt of Wheeling-Pittsburgh Corporation. Gary is considering a lawsuit against
Wheeling (and possibly its management and auditors), because he is questioning whether Wheeling’s management
had delayed disclosing declines in the value of its assets until after the company’s bankruptcy in 1985. This
scenario was chosen to highlight the concern, expressed by the FASB in its 1990 Discussion Memorandum, that
companies do not recognize asset impairment problems in a timely manner.
The case also provides an optional issue to be addressed by auditing or other upper level accounting students.
The issue involves a hypothetical auditor, who is concerned about possible litigation following Wheeling’s
bankruptcy. The auditor, Sandra Montoya, has just taken over as partner in charge of Wheeling’s audit, and is
evaluating whether Wheeling should have written its assets down prior to the 1985 bankruptcy.
The case presents historical data from the late-1970s through the mid-1980s for Wheeling, which announced
major writedowns related to the closure of production facilities in three consecutive years following the
bankruptcy filing. The case data includes a description of economic problems in the U.S. steel industry, financial
and operating data for Wheeling, details on Wheeling’s three writedowns (including excerpts from Wall Street
Journal articles and from company financial statement footnotes), descriptions of writedowns taken by two major
competitors (Bethlehem Steel Corporation and USX Corporation, formerly United States Steel Corporation), as
well as fifteen-year comparisons of key financial ratios for Wheeling and the two competitors.

5 Opinions expressed by Mr. Chambers do not necessarily reflect the opinion of Cyprus Amax Minerals
Company or members of its management.
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CASE OBJECTIVES
The case is designed to allow the student to achieve the following objectives:

1.
2.
3.

4.
5.
6.

To recognize the critical issues of timing and measurement related to asset impairment.
To identify circumstances and events that might warrant consideration of asset impairments.
To identify potential motivational factors that might affect the timing and magnitude of an asset
writedown.
To recognize the practical considerations that go into recognizing an asset writedown (i.e., information
gathering and analysis).
To gain an understanding of why authoritative guidance is needed for asset impairment writedowns.
To gain an understanding of the financial statement users’ perspective of asset writedowns.

TEACHING APPROACHES
This case can be used as either a minor or a major assignment in a variety of different courses.
Accounting Courses
In a senior or graduate level financial accounting theory course, the case could be assigned as a major project
for the term. In an intermediate financial accounting course, selected questions could be used to address issues
related to: (1) the conceptual framework, (2) financial statement analysis, (3) asset measurement, or (4) loss
recognition.
If the case is used in a financial accounting theory course, we believe that the FASB’s 1990 Discussion
Memorandum should be required reading (see accompanying bibliography). In addition, we suggest that you
consider supplementing the case materials with articles on the steel industry and/or asset impairments (see
accompanying bibliographies). Alternatively, you may wish to ask students to conduct their own literature search.
Auditing Courses

In an auditing course, the auditing questions could be assigned during coverage of: (1) auditor judgment,
(2) application of accounting principals in cases where authoritative guidance is lacking, or (3) the identification
and analysis of evidential matter.

Integrated Courses
This case provides an excellent forum for integration of financial accounting topics with either auditing or finance.
The case could be used in a senior or graduate level course, with students role-playing the parts of creditors,
shareholders, managers, auditors and accounting standard setters. If you wish to limit the number of roles, we
suggest using only the creditor and auditor roles portrayed in the case. In an MBA program, the case could be
used in discussions of corporate restructurings.

SUGGESTED STUDY QUESTIONS
In addition to analysis of the problem as presented in the case, professors may wish to assign one or more of the
following questions. These questions could be used in a general discussion of asset impairments during a class
period prior to discussion of the case, or certain questions could be assigned to help students clarify their thinking
when preparing a solution for the case:
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Identifying Asset Impairments

1. Describe what is meant by "asset impairment."

2. In general what type of evidence, events or circumstances might be used to indicate potential asset
impairments? Refer to the FASB’s 1990 Discussion Memorandum.
3. Why might shareholders and creditors be concerned about the accounting for asset impairments?
4. Refer to the financial ratio data contained in Figures 6 through 13.
impairments might have existed for Wheeling as early as 1974.

Describe the evidence that asset

5. Identify and explain how certain events and circumstances within the U.S. steel industry were related to
writedowns.
6. Identify and explain how firm-specific events and circumstances for Wheeling (beyond the industry factors
cited above) were related to writedowns.

Writedown Recognition

1. Identify the existing accounting standards that apply to the writedowns taken by Wheeling.

2. From a shareholder or creditor perspective, describe the positive and negative effects to Wheeling as a result
of the writedowns taken. Consider both the financial and operational impact.
3. Discuss the possible motivational factors that may have affected the timing and magnitude of Wheeling’s 1985
writedown.

4. Describe how Wheeling’s 1985 writedown might have been accounted for differently. Refer to the FASB’s
1990 Discussion Memorandum to address when the impairment might have been recorded, how it might have
been measured, and how it might have been disclosed/displayed in the financial statements.
5. Provide possible explanations for the differences in timing of writedowns between Wheeling and the two
competitors discussed in the case (Bethlehem and USX).
6. Each of Wheeling’s writedowns was accompanied by an announcement of some type of business restructuring.
Discuss the possible management motivations for announcing a restructuring action at the time of a
writedown, and vice versa.
Auditing

1. Taking the perspective of an external auditor:
a.
b.
c.
d.

Describe the specific information you would need in order to assess a potential asset impairment. Refer
to the FASB’s 1990 Discussion Memorandum.
Describe the process by which you would obtain the information identified above.
Describe the difficulties you would anticipate in gathering the information.
Describe the difficulties you would anticipate in analyzing the information.
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2. Suppose you were the auditor for Wheeling. Given a lack of authoritative guidance over the accounting for
writedowns, what would have been your basis for assessing the reasonableness of the writedown taken
in 1985?
CASE ANALYSIS
One of the major focuses of the case analysis should be the identification of possible indicators that Wheeling’s
asset impairments existed prior to 1985. Comparative financial ratios and details of writedowns (i.e.,
restructuring charges) taken by two major competitor firms are provided to allow students to compare Wheeling
with companies subject to similar economic conditions. The two competitors, Bethlehem and USX, each
announced writedowns much earlier than Wheeling.
The character, Gary, is portrayed in a manner that encourages students to sympathize with his plight.
Because of this, students may be eager to jump to the conclusion that Wheeling’s management should have taken
asset writedowns prior to 1985. Students should be encouraged to recognize that the writedown recognition
problem is complex. In particular, students need to develop an understanding of the following major issues: (1)
writedowns are generally announced simultaneously with changes in management’s investing and operating
decisions (i.e., "restructurings"), and (2) there is a lack of accounting authoritative guidance for writedowns.6
Another major focus should be the identification of motivational factors for Wheeling’s management. Students
should develop an understanding of why managers might delay a writedown, as well as the events that might
trigger one.
Once students fully understand the economic and accounting regulatory setting, they may address the question
of whether new accounting rules are called for, and how new rules might affect a company such as Wheeling.
The FASB’s 1990 Discussion Memorandum provides an excellent overview of existing accounting standards and
the issues to be considered.7
Below are detailed discussions of three major aspects of the case analysis: (1) possible impairment indicators,
(2) incentives for writedown delay, and (3) writedown motivation.

POSSIBLE IMPAIRMENT INDICATORS
In a 1980 Issues Paper, the AICPA cited the following examples of events that might indicate impairments in
asset values (included as Appendix D of the FASB’s 1990 Discussion Memorandum):

a.
b.
c.
d.
e.
f.

Reduction in the extent to which a plant is used.
Dramatic change in the manner in which an asset is used.
Substantial drop in the market value of an asset.
Change in law or environment.
Forecast showing lack of long-term profitability.
Costs in excess of amount originally expected to acquire or construct an asset.

Following is a discussion of the facts of the case that suggest possible impairment for Wheeling.

6 Contrary to common belief, most "writedown" dollar amounts are not related to the writedown of asset book
values. Rather, the largest component of writedowns is related to accruals for anticipated costs triggered by
a plant closure (e.g., employee termination payments). This is true for steel, as well as other industries. See
the accompanying bibliography for studies that have examined writedowns.
7

If an exposure draft or new accounting standard is issued in the future, students can be asked to determine
how Wheeling’s writedowns (timing, magnitude, financial statement presentation) might have been affected
by the proposed or new accounting standards.
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Profitability

Wheeling’s profitability, as measured by the gross profit margin, has been lower than either Bethlehem or USX
during eleven out of the fifteen years ended in 1987. During three of those years (including the 1985 year of
bankruptcy), Wheeling reported a negative gross profit margin. The inventory turnover demonstrates a similar
pattern, with Wheeling’s days sales in ending inventory higher than either Bethlehem or USX during most of the
fifteen-year period.
Interestingly, Wheeling’s performance does not appear to be clearly inferior based on the other profitability
ratio comparisons. Wheeling’s total asset turnover was higher than either Bethlehem or USX during 1973-1979,
became lower than the other two companies during 1981-1985, and then rebounded during 1986-1987. Also,
Wheeling’s return on assets was not consistently higher or lower than the other two companies until the first two
years in which Wheeling announced writedowns, 1985 and 1986. Wheeling’s operating cash flow as a percent
of 1974 assets displays a similar pattern.8
When analyzing the trend in profitability ratios, it should be emphasized that both Bethlehem and USX
reported large writedowns in years prior to Wheeling’s first writedown in 1985. The large writedowns by
Bethlehem in 1977 and 1982 caused that company’s return on ending assets to be unusually low during those
years. Similarly, USX’s writedowns reduced its return on ending assets in years 1979, 1983, and 1986.
A limitation in using the comparative profitability ratios to assess possible asset impairments is that all
integrated steel companies in the United States experienced economic difficulties during the 1980’s. Figures 1
and 2 demonstrate that steel companies experienced a decline in sales, relative to other manufacturers. The
declines were related to demand shifts caused by a decline in the domestic automobile market, increased
competition from domestic mini-mills and foreign companies that used more efficient technology and had lower
labor costs. Traditional integrated steel firms such as Wheeling, Bethlehem and USX struggled to modernize their
manufacturing facilities and battled with the United Steelworkers of America union to reduce labor costs. Thus,
it might be argued that all of the integrated steel companies owned impaired assets. This argument is consistent
with the evidence from the stock market ratio, discussed below.

Dividends
Another possible indicator of asset impairment is the company’s dividend payment pattern. Preferred stock
dividends were deferred as early as 1977, with common dividends paid only once during years 1978 through
1984. Given the negative implications of cuts or deferrals in dividends, Wheeling’s dividend pattern suggests
that the company experienced financial distress much earlier than 1985. Such distress might have been viewed
as a negative signal about future cash flows (and therefore about asset values).
Capital Expenditures

Wheeling’s pattern of capital expenditures appears to be more variable than that of the other two companies.
Wheeling spent less than the other two companies during 1976-1979, followed by three years of higher spending
during 1980-1982. These patterns suggest that Wheeling might have failed to make necessary investments during
the 1976-1979 period and was then trying to "catch up" during the early 1980s.9 Given the industry’s

8 The ratio comparisons are relatively unaffected by choice of denominator (e.g., ending assets in each year
versus 1974 assets). Although each of the companies announced "writedowns," the writedown disclosures
indicate that most of the dollar amounts of these writedowns are related to accruals of liabilities, rather than
reductions in asset book values.
9 It should also be noted that many of the investments by integrated steel companies during this time period were
related to expenditures to meet environmental standards.
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technological shifts, a delay in modernization might have been a key factor in Wheeling’s inability to avoid
bankruptcy. Capital expenditures dropped off again dramatically during 1983 and 1984 as the company’s ability
to obtain financing declined.
Stock Market Measure

Although market values for Wheeling’s assets are not publicly available, we have included the ratio of market
value to book value of common stock as a measure of the stock market’s valuation of Wheeling’s net assets.
Prior to 1983, the ratio was consistently below 1:1 for all three firms, suggesting that the stock market had
impounded an expectation that all three companies’ book values were overstated. Wheeling’s ratio was lower
than both Bethlehem and USX during the entire time period presented, suggesting the largest potential
overstatement for Wheeling. [Note: The ratio is not meaningful for Wheeling in 1985, 1986 or 1987 because
Wheeling’s equity book value became negative in those years.]

INCENTIVES FOR WRITEDOWN DELAY
We have drawn from the positive accounting literature in identifying possible reasons that Wheeling’s
management might have wished to delay writedown recognition. Discussed below are the anticipated influences
of debt covenants and management bonuses.

Debt Covenants
Wheeling negotiated major lending agreement modifications prior to bankruptcy in 1978, 1982, and 1983. By
the end of 1984, the company had failed to comply with its debt covenants, and no additional funds were
available. Not surprisingly, Wheeling’s total liabilities as a percent of total assets were generally higher than
either Bethlehem or USX except during the years 1982-84. During those three years, each of the other two
companies announced large steel writedowns that increased their liabilities and reduced their assets.
Given Wheeling’s precarious financial position during the years 1978 through 1984, the company’s
management had strong incentives to avoid taking any actions, such as writedowns, that would have had a
negative effect on the company’s financial statements.

Management Bonuses
We have not included any information in the case about managerial compensation because the research of
Dechow, Huson and Sloan (see bibliography) provides evidence that managers’ pay is generally "shielded" from
the financial statement effects of restructuring charges.

WRITEDOWN MOTIVATORS
Following are discussions of three factors that we believe might motivate managers to take writedowns.

Timing of Writedowns With Restructurings

All of the writedowns taken by the three companies in this case were associated with announced plans to close
and/or dispose of production facilities. Based on studies that have described writedowns across different
industries (see bibliography), the circumstances of this case are not unusual. There are two major reasons why
writedowns are likely to occur simultaneously with restructurings. First, the restructuring event may trigger
application of accounting standards for discontinued operations, which require accruals of anticipated losses.
Second, managers may be more willing to recognize accounting losses when they announce restructurings that
can be characterized as investing or operating improvements.
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Management Changes
Prior studies have provided some evidence that writedowns are more common following a change in top
management (see bibliography). Although Wheeling experienced several changes in president, the company’s
chairman changed only in 1977, 1985 (after the bankruptcy), and 1987. It is likely that the 1985 writedown was
triggered by the company’s bankruptcy, rather than the change in chairman; however, the absence of a change
in top management during 1978-1984 might have been related to the absence of a writedown during that
time period.
The "Big Bath"

Common wisdom as espoused in the financial press is that managers use writedowns as part of a "big bath," to
reduce income in a particular year and to improve earnings in later years. Given the financial circumstances of
the companies in this case, it is difficult to determine whether they were taking "baths." For example, each of
the three companies took writedowns in more than one year, which is inconsistent with the idea of a big bath.
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QUEST INFORMATION SYSTEMS INCORPORATED

Thomas I. Selling, Associate Professor
American Graduate School of International Management, Glendale, Arizona

Jan R. Book, Partner
Price Waterhouse, (National Office), New York

"We’re fortunate to have great news for our shareholders about software products — and to take a big bath on
our financial statements at the same time! It’s pretty unusual to interpret a loss as good news, so we had better
reach an understanding with our auditors before we issue a press release."
The speaker was Eric Lopez, CEO of Quest Information Systems, Inc. (Quest). Quest develops, markets and
supports a wide variety of computer software products for use on mainframe, workstation and personal
computers. In recent years, Quest management had acquired control of a number of other software development
enterprises.
The planned press release for mid-January 1993 would contain the following language:

During the quarter ended December 31, 1992, the Inez business unit announced the release of products
having substantially increased capabilities and improved quality as compared to certain of the products
available before Inez’ acquisition, leading executive management to discontinue the selling of certain of
the earlier releases. This decision also caused the Company to reassess the value of certain intangible
assets including released products to be discontinued and the portion of goodwill represented by the value
of related technology.
In December 1992, the Company also re-evaluated the carrying value of intangible assets associated with
its NordStern and COMP 2 businesses. The Company believes that the software industry’s increasing
trend toward open systems has a significant future impact on the life and carrying value of the proprietary
software products of NordStern’s and Comp 2.
As a result of the preceding events, the Company will record an operating charge of $143 million,
primarily due to Inez, to reduce the carrying value of intangible assets.
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THE INEZ ACQUISITION

Prior to its acquisition of Inez Corporation, total assets of Quest were $150 million, which were in part comprised
of $35 million goodwill and $10 million of other purchased intangibles. In October 1991, Quest acquired all of
the outstanding shares of Inez Corporation, a software company specializing in powerful, but user-friendly
database systems. The purchase price was $240 million.
When Quest acquired Inez, Quest management immediately began the process of evaluating the assets and
liabilities acquired and to allocate the $240 million purchase price among identifiable tangible assets, intangible
assets and in-process research and development.1 The process included an appraisal by a team of valuation
experts from Quest’s independent auditors. The result of the appraisal process was to allocate $90 million to
goodwill and $20 million to completed software. Amortization periods were 15 and 10 years for goodwill and
completed software, respectively.
Historically, the software industry has tended to allocate large portions of "excess acquisition costs" to inprocess R&D, which would be charged to expense as of the date of acquisition. Quest’s in-process R&D
allocation of the Inez purchase price was only $2 million.

INEZ SOFTWARE DEVELOPMENT
In general, software companies must continually develop new products, enhance existing versions and fix program
bugs. Most software developers will only issue a new release (such as 3.0 versus 2.0) when a material advance
is made to the software. Subsequent improvements are considered to be maintenance updates or product
enhancements and fall within the same numerical series.
When Quest purchased Inez, Release 3.3 of the Inez software had been in the field for almost a year and was
being fully supported. Quest believed that Release 3.3 had fulfilled the program specifications and that most user
problems had only resulted from flawed customer applications of the software as opposed to incomplete
technology. Quest, itself, had been a satisfied user of Release 3.3 — one factor that contributed to its interest in
acquiring Inez. Nonetheless, the scope of what was to be designated as Release 3.4 was not envisaged by anyone
at the time of the acquisition of Inez.
What happened with Release 3.3 as 1992 progressed, however, is that as a result of multiple and
undocumented fixes, the installed users of Releases 3.0 through 3.3 had gradually evolved into a number of
unique systems. If this trend had been allowed to continue for much longer, timely user support of customers
by Inez would either become impossible or prohibitively expensive. Release 3.4, announced in November 1992,
was now viewed by Quest and Inez as not only a fix of short-term problems in the installed user base, but as the
version of the software which allowed them to fulfill all of the promises for the state-of-the-art. Amazingly,
neither executive management of Inez or Quest began to have an awareness of the significant jump in technology
that occurred with Release 3.4 until just prior to the November announcement.

QUEST’S FINANCIAL REPORTING
Quest’s fiscal year ends on December 31. As an SEC registrant, it also files unaudited quarterly financial
reports. In December 1992, Inez determined that versions 3.0 through 3.3 of its software would be sunset (i.e.,1

1 Financial Accounting Standards Board Interpretation 4, "Applicability of FASB Statement No. 2 to Business
Combinations Accounted for by the Purchase Method," stipulates that costs of a business acquisition that are
attributed to R&D activities and which have no alternative use (for example, specific research projects in
process) shall be charged to expense at the date of consummation of the combination. "Therefore, the account
ing for the cost of an item to be used in research and development is the same.. .whether the item is purchased
singly, or as part of a group of assets, or as part of an entire enterprise in a business combination accounted
for by the purchase method." [para. 5]
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no longer being sold and phasing out of support). In reviewing the original allocation of the Inez purchase price
for the purpose of preparing the year-end financial statements, management identified $80 million of intangible
assets attributable to Releases 3.0 to 3.3. Of this amount, $18 million had originally been allocated to computer
software, and the remainder to goodwill.
Also during the quarter, Quest evaluated the impact on the carrying value of acquired intangibles from earlier
business combinations in light of the increased trend within its industry to move toward UNIX-based systems and
away from systems based on the proprietary platforms of the major computer vendors. Much of the software
developed by other Quest subsidiaries was written specifically for use on IBM or DEC mainframes, and as a
result, Quest reassessed the carrying amounts of goodwill recognized from previous acquisitions. This
reassessment resulted in their determination that the carrying value of tangible and intangible assets from the
Nordstern and Comp 2 acquisitions should be written down by approximately $63 million.
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Quest Information Systems Incorporated
TEACHING NOTES
Thomas I. Selling, Associate Professor
American Graduate School of International Management, Glendale, Arizona
Jan R. Book, Parmer
Price Waterhouse, (National Office), New York

TEACHING OBJECTIVE

The case is about a "high-tech" company that recently allocated a large portion of the purchase price of a
subsidiary to capitalized software development costs and goodwill. A short time later, the company is proposing
to re-allocate the purchase price. The central issue of the case is whether the proposed re-allocation is
permissible under GAAP. Put another way, are the applicable accounting standards for a write down of assets
a reallocation of purchase price during the "allocation period" as specifically discussed in SFAS 38, or a general
test of asset impairment?
The following suggested preparation questions are designed to encourage students to think through the
accounting alternatives and the factors that bear on a choice among those alternatives. These preparation
questions were not appended to the end of the case in order to give the instructor flexibility in choosing
preparation questions to fill a specific need.
1.

Imagine that you are not restricted by Generally Accepted Accounting Principles, and only
by double-entry bookkeeping conventions. What alternatives exist for reflecting Release
3.4 in the year-end financial statements?

2.

Of the alternatives you identified, which is most appropriate?

3.

Does Quest have a financial reporting strategy?

The order of these questions is intended to be a guide for students to start with the narrowest issues and to
progressively focus on the broader policy issues.
Assigned readings could include all or part of the following items:
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•

APB Opinion 16, "Business Combinations"

•

APB Opinion 17, "Intangible Assets"

•

FASB Interpretation No. 4, "Applicability of FASB Statement No. 2 to Business Combinations
Accounted for by the Purchase Method"

•

Statement of Financial Accounting Standards No. 38, "Accounting for Preacquisition Contingencies
of Purchased Enterprises"

•

Statement of Financial Accounting Standards No. 86, "Accounting for the Costs of Computer Software
to Be Sold, Leased, or Otherwise Marketed"

TEACHING PLAN
The case is designed to be used in one class session of fifty minutes or less. This is because there are few
numbers that will delay discussion of the central accounting policy issues.
Assigned preparation questions provide a basis for the class discussion. The instructor should also come
prepared to ask "pump primers" to aid the transition to new issues, or to get the class to consider an issue they
will not seem to consider without prompting. An example of the latter type of pump primer is:

What is FIN 4 designed to accomplish? Does it enhance financial statement presentation?

FIN 4 is thought by many to favor management in R&D-intensive industries because management
sometimes finds it more palatable to write-off some portion of a purchase price as a one-time charge, than
to amortize it over many years. Quest may not have availed itself as fully as it might have of the
opportunity for a one-time charge when Inez was acquired, but critics of FIN 4 would nonetheless argue
that it gives R&D intensive companies just one more way to manage income, and does little to promote
comparability of financial statements.
In discussing the preparation questions, I would begin the class by briefly summarizing the situation and call on
a students to discuss Question 3:
Do you think that Quest has a definite financial reporting objective in mind?
One extreme answer to this question would be that Quest management is, or should be, neutral to
financial reporting results. Another extreme answer is that Quest management is in the process of
carrying out a financial reporting strategy of which the Inez acquisition is one part:

•

To recognize significant amounts of in-process R&D at the date of acquisition could signal
financial statement users that the price paid to acquire Inez was too high, or was wagered "on
the come." It would also unduly reduce earnings in a period when either the market expected
higher earnings, or management desired to collect high earnings-based bonuses. The subsequent
writedown is the best of both worlds: don’t take a big hit at the acquisition, but write it off
some time in the future when the question of how much was paid for Inez is in the past.

•

"Big Bath" approach to writedowns—Combining lots of negative accounting adjustments in one
period might divert attention from one specific item, particularly when the writedown is timed
to coincide with positive news about the company.
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Liberal writedowns of intangible assets would create a permanent income stream through
reduction in future charges to income.
•

A large portion of the Quest acquisition cost was allocated to goodwill. Goodwill would
normally have a longer amortization period than completed software, but the instructor could
note that the SEC has recently been scrutinizing amortization periods of all kinds of intangibles.
There is no longer an inalienable right to 40 years for goodwill!

Neither extreme viewpoint on management’s role in the financial reporting process may be completely valid, but
they can form the basis for an interesting class discussion that the students may get into on their own volition, or
in response to a "pump primer."

What alternatives exist for reflecting Release 3.4 in the year-end financial statements?
The class will suggest a variety of journal entries. The instructor should write those student responses on the
board that are fundamentally different. After a few minutes, the board should look approximately like this:
a)

b)

c)

d)

e)

Impairment Loss (Restructuring?)
Completed Software
Goodwill
Impairment Loss (Restructuring?)
Completed Software

* + x**
18

18
x
18

18

Retained Earnings
Completed Software
Goodwill

18 4- x

R&D Expense
Completed Software
Goodwill

18 + x

18
x

18
x

NO ENTRY!
*
**

18 = 20 minus approximately 2 of amortization
x is approximately 14/15 x 80 = 74.7

Of the alternatives you identified, which is most appropriate?

The instructors should have the class vote on which of the journal entries on the board is preferred. The intent
of getting all students to express a preference is to reinforce the notion that doing so was part of their assigned
homework, and to increase their level of involvement and interest in the class discussion to follow.
To begin detailed discussion of this question, the instructor could either ask for a volunteer or call on someone
to defend their answer. Below are some of the issues the instructor could note on the board or elicit via "pump
primers."
Which assets are impaired? — Goodwill is not an identifiable intangible and must be evaluated by
reference to the total value of the business. Release 3.4 increased the value of the business! An
impairment of goodwill recognized from the Inez acquisition would be extremely difficult to justify from
this point of view. The class should also consider what purposes are served by a distinction between
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goodwill and other acquired intangibles: different useful lives, different test of impairment, information
to users of the financial statements.
Is the loss within the "allocation period"? — If so, then a writedown of goodwill may be permissible.
However, the company was not awaiting new information. The class might also consider why the concept
of an "allocation period" exists in the accounting literature.
In an attempt to resolve the practical problem of developing a timely, yet reliable estimate of fair
values in a purchase business combination, SFAS 38 provides for an allocation period that:
"...ends when the acquiring enterprise is no longer waiting [italics added] for information that it has
arranged to obtain and that is known to be available or obtainable. Thus, the existence of a preacquisition
contingency for which an asset, a liability, or an impairment of an asset cannot be estimated does not, of
itself, extend the "allocation period." Although the time required will vary with the circumstances, the
"allocation period" should usually not exceed one year from the consummation of a business combination."
[para. 4b]
Has the allocation period expired for the Inez acquisition? It depends at least in part on whether Quest
was waiting for new information. Since Release 3.4 had not even been planned as of the acquisition date,
it is hard to accept that a significant amounts of excess costs at the date of acquisition are attributable to inprocess costs of Release 3.4.

If the adjustment would be in the "allocation period," is expense, or prior-period adjustment treatment
appropriate? — APBO 20 would probably view this to be a change in estimate. However, (1) is it fair
to "penalize" the current period for a misestimation of the past? (2) should all changes in estimates be
accounted for in the same manner regardless of the circumstances? A purchase price allocation is made
once, and then you pretty much have to live with it for the long term. Other estimates are revisited each
accounting period.

Should there be loss recognition at all?—The answer to this question hinges on whether Release 3.4 is
regarded as a new product or merely an enhancement of an existing product. SFAS 86 specifies that
evaluation of software impairment is to be done on a product-by-product basis, but no guidance is given
as to what constitutes a product! An interesting digression for some classes, time permitting, is to discuss
product-by-product impairment versus a portfolio approach. In this regard, SFAS 86 is inconsistent with
GAAP for inventories (ARB 43), yet completed software is in some sense the "inventory" of a software
company. Why is there strict guidance on completed software impairment, yet no guidance at all for
assets in other specialized industries (e.g., real estate)?

What would you like to know to determine whether Release 3.4 constitutes a new product?—Has use
of the product changed? Has the market for the product changed? Could the new product have been
produced and marketed without the knowledge obtained from developing predecessor products?
Numerous similar questions can be posed, but the fundamental accounting question is whether or not the
accounting should radically change based on an assessment that is often merely a matter of degree.
Did Quest improperly delay impairment recognition until the most opportune time to disclose problems
with Releases 3.0-3.3? Should impairment have been recognized at an interim period?—Problems with
earlier software releases must have developed over time, and it is quite possible that Inez realized that
the present state of lack of standardization among the installed customer base was untenable. In judging
whether or not this resulted in an impairment situation for financial reporting purposes, one must consider
whether or not the planned fix constituted a new product, or was just a fix of an existing product. Quest
seems to argue that Release 3.4 is a new product, but they didn’t know it until it was finished — is this
credible?
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The issue of timing of recognition of the impairment loss is an important one for at least two reasons.
First, if the auditor deemed that interim, unaudited financial statements were misstated, restatement to lower
profits would expose Quest to suits by shareholders and others for improperly overstating quarterly earnings
Second, the issue is also a way for the class to discuss the role that auditors can play in interim financial
reporting.

SUMMARY POINTS FOR CONSIDERATION BY CLASS
I often find it useful to wind up class with a handout that summarizes points the class considered or might wish
to consider in the future. The observations I would make for this case are as follows:

• Guidance for a seemingly simple accounting question is often sprinkled throughout the literature, and
rigorous searches are often necessary to be confident you have found all the material you or your client
need to consider.
• Sometime GAAP rules in "technical" areas appear to conflict with more general guidance.
• Management frequently has a financial reporting strategy because they are evaluated by reported income.
Ironically, their assertions and judgments play a significant role in reported results. Who decides when
an allocation period ends, or when a software enhancement constitutes a new product. It is very difficult
or impossible for auditors to effectively protect the interests of financial statement users under these
circumstances given that they serve users at the forbearance of management.

POSTSCRIPT

The case is based on a similar fact pattern considered by the staff of the SEC. As is normally the case, Quest’s
auditor agreed with management’s position. However, the staff objected to any reclassification of capitalized
software development costs because they felt that the SFAS 38 allocation period had ended: an appraisal report
had been completed, and Quest was not awaiting additional information for the purpose of refining estimates.
The creation of Release 3.4 was a subsequent event for which there should be no restatement.
The SEC staff's position on goodwill from the Inez acquisition was that it should be subject to a recoverability
test based on all of Inez’ operations. It would, therefore, not be written down, since Inez’ value was enhanced
by Release 3.4. One moral of the story is that the distinction between identifiable and unidentifiable assets is an
important one in at least two senses: users may findthe distinction relevant, and subsequent impairment tests are
affected by the nature of the asset. With respect to this last point, Quest may have only viewed the distinction
in terms of amortization periods.
The staff did not object to the $20 million writedown of capitalized software costs from obsolete Inez software
products. It is safe to say that the staff did not object to a characterization of Release 3.4 as a new product. It
also did not object to the writedown of assets from the NordStern and Comp 2 acquisitions.
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FEDDERS CORPORATION

Martin L. Gosman, Associate Professor
Boston University, Massachusetts

Janice L. Ammons, Assistant Professor
New Mexico State University, Las Cruces
Mary G. Murphy, Executive Director
Waterbury Housing Fund, Connecticut

INTRODUCTION
It was early in April of 1991 and Professor McClure had just received a copy of the 1990 annual report of
Fedders Corporation. The timing was fortuitous, as he believed that his accounting students would benefit from
examining this company’s financial statements. The good professor had been studying Fedders’ operations ever
since he purchased eight shares of the firm’s stock for a total of $29 (plus commission) sometime in 1980, around
March 2 or March 3 of that year as he recalled.
Before distributing Fedders’ financial statements to his students, Professor McClure prepared the following
background material on both the company and the manufacture and distribution of air conditioners.

COMPANY HISTORY

Founded in 1896 as a metal products fabricator, Fedders Corporation soon became a major supplier of radiators
and other heat transfer devices for the infant automobile industry.1 Following World War II, Fedders was
prominent during the infancy of yet another industry. Applying its heat transfer technology, the firm
manufactured its first room air conditioner in 1948. Fedders was particularly proud of its role in developing units
that could be operated using a home’s existing electrical wiring.
In 1968, Fedders acquired the Norge Company, a major manufacturer of home and commercial washers and
dryers. Although the firm sold Norge to Magic Chef in 1979, Fedders remained more than an air conditioning
manufacturer, producing radiators, heater cores, and oil coolers for the automobile industry into the 1980’s.
Around 1983, however, the firm decided to concentrate on the manufacture of room air conditioners. Within

1 In 1908, a Thomas Flyer, equipped with a Fedders radiator, won the famous New York-to-Paris "Round the
World" automobile race.
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a few years, Fedders had disposed of its automobile components division and discontinued the production of
central home and auto air conditioning units.
PRODUCTS AND MARKET SHARE
As of 1990, Fedders was a holding company that, through its wholly owned operating subsidiaries, had become
the largest manufacturer of room air conditioners in North America.23 As shown below, Fedders’ share of the
North American marketplace increased dramatically between 1985 and 1989, before declining in 1990?

Year

Market Share

1985
1986
1987

10%
15%
15%

Year

1988
1989
1990

Market Share
20%
30%
24%

The firm, headquartered in Peapack, New Jersey, had approximately 1,900 employees at the end of 1990. Its
air conditioning units, which ranged in capacity from 5,000 to 32,000 BTUs, were produced under the Fedders,
Airtemp, and Climatrol brand names and under private labels for such customers as General Electric and J.C.
Penney. Fedders’ principal manufacturing plant was a 650,000-square-foot facility in Effingham, Illinois. In
late 1989, one analyst had estimated the company’s production capacity at 1,600,000 units.

MANUFACTURING PROCESS
In the manufacture of an air conditioner, electrical components such as thermostats and motors are used as well
as materials such as steel, copper, and aluminum. The most expensive part (approximating 30 percent of the
manufacturing cost) is the rotary compressor, which produces cooling by the compression and expansion of a
refrigerant. As noted below, increased concern for environmental protection and energy conservation had already
affected, or would be affecting, the cost and even possibly the fundamental nature of the manufacturing process.
During the 1980’s, the role of chlorofluorocarbons (CFCs) in the destruction of the Earth’s ozone layer
became recognized. Unlike car air conditioners, home units use hydrochlorofluorocarbons (HCFCs). Although
HCFCs are less harmful than CFCs, they also destroy stratospheric ozone. Federal bans on the production of
both CFCs and HCFCs are scheduled to take effect by January 1, 1996. Accordingly, air conditioner
manufacturers began the 1990’s searching for substitute coolants. During 1990, a prototype air conditioner
requiring no compressor and using water and salt water as its working fluids was being tested at Arizona State
University.
Increasing interest in energy conservation had already influenced the manufacture of air conditioners. As
early as 1975, labels appeared on most air conditioners revealing the particular unit’s Energy Efficiency Ratio
(EER), a measure of how much cooling an air conditioner delivers for a given amount of energy.4 In 1977,
New York required that all room air conditioners sold in that state be high efficiency units, defined as having an

2 Major competitors in the U.S. marketplace include Whirlpool Corporation, White Consolidated Industries, and
Matsushita Electric Industrial Company, Ltd.

3 Fedders’ sales revenue in 1989 was almost five times what it had been in 1985.
4 EER = BTU Capacity/Watts. For example, an 8,000 BTU room air conditioner that requires 870 watts of
power has an EER of 9.2 (8,000/870).
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EER of at least 7.5.5 For state use, Massachusetts will only purchase units with an EER of 8.5 or higher By
1990, EERs in the 9.0-10.0 range were not uncommon in retailers’ showrooms and Fedders was encouraging
the nation’s utilities to establish a 10.0 EER as the minimum efficiency for any consumer rebates.
OFFICERS AND STOCK OWNERSHIP

As of December 31, 1990, four of the top five officers at Fedders were related. The Chairman of the Board,
age 80, had served as an executive officer of the firm since 1945. His two sons, ages 52 and 58, served as Vice
Chairman/Chief Executive Officer and Senior Vice President/Chief Technical Officer, respectively. In addition,
a 51-year-old nephew of the Chairman was Senior Vice President/Chief Administrative Officer. A total of five
company officers, including the above four individuals, served on Fedders’ eight-person Board of Directors.
The common stock outstanding at December 31, 1990 (16.8 million shares) was owned by relatively few
stockholders (7,127) even though it traded on the New York Stock Exchange. These shares, however, were not
particularly concentrated in the hands of the Chairman and his sons; together, they owned only 135,617 shares.6
The Class B stock outstanding (2.2 million shares) was convertible into common stock at any time on a
share-for-share basis. Class B stock, which did not trade publicly because of restrictions on its transfer, had a
larger voice in the election of directors and voted separately on certain significant issues. These shares, first
issued in 1985, were intended (according to an annual-report discussion) to enable the firm "to pursue acquisitions
aggressively while reducing the company’s vulnerability to any hostile takeover attempts."
Although 58 individuals owned shares of the Class B stock, 97.5 percent of these shares were owned by the
Chairman and his sons. If these three officers had chosen to convert all of their Class B shares into common
stock, they would have owned 12.8 percent of the new total of outstanding common stock.
NATURE OF PRODUCT DEMAND
Not surprisingly, sales of room air conditioners are very dependent on the weather, with several consecutive
uncomfortably hot nights necessary to stimulate retail sales. Weather conditions in the Northeast and the upper
Midwest are especially important in light of Fedders’ estimate that about 60 percent of sales are concentrated in
those two regions. For the U.S. industry as a whole, unit shipments had fluctuated widely from year-to-year
during the 1987-1990 period:
Year

Millions of Units Shipped

1987
1988
1989
1990

3.6
4.6
5.1
4.1

5 As a result, Sears and other national chains would routinely note that certain (low-EER) air conditioners
advertised in their national circulars were not available for sale in New York State.

6 Information on the number of shareholders and on the stock ownership of individual officers was obtained from
proxy statements filed by Fedders with the Securities and Exchange Commission (SEC).
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EXPORT ACTIVITY
For 1989 and 1990, the above industry figures for units shipped included exports of 410,000 and 350,000,
respectively.7 Despite the relatively low current level of exports, some analysts believed that the international
market for room air conditioners could be four times the size of the North American market, partially as a result
of increases in disposable income in several key warm-weather nations. Fedders’ participation in international
markets began around 1960 and the firm had licensees in several countries as of the end of 1990. During 1990,
Fedders opened international sales offices in Miami and Los Angeles to serve Latin America and the Far East,
respectively. The firm’s export sales were $13,300,000 in 1990, down from $24,100,000 in 1989.

DISTRIBUTION NETWORK
In 1990, approximately 30 percent of Fedders’ sales were to wholesale distributors, down from 65 percent in the
early-1980’s. This reduction reflected a major shift in the channels of distribution for all appliances, resulting
from the growth of discount chains, warehouse clubs, and retailer buying groups. Industry observers believed
that the percentage of sales made to wholesale distributors might drop to as low as 5 percent by 1995, as mass
retailers accounted for an even greater share of purchases and their practice of just-in-time purchasing (the
shifting away of inventory responsibility from retailers and wholesale distributors to manufacturers) accelerated.

INDUSTRY CONCENTRATION AND COMPETITION
The room air conditioner business became highly competitive in the late 1970’s and remained so throughout the
1980’s. The increased importance of discount chains, warehouse clubs, and retailer buying groups favored
manufacturers who could keep their costs low and their prices under control. During the 1975-1985 period, the
industry contracted from 18 to 12 major manufacturing operations in the U.S. and Canada. The deteriorated
economic conditions of the late-1980’s, including sharp drops in both bank credit available to retailers and
consumer confidence, also acted to limit manufacturers’ price increases.

COMPRESSOR INS AND OUTS
In 1973, a six-year program at Fedders culminated in the development of a new rotary compressor, about one
half the size and weight of a comparable reciprocating compressor. This newly designed compressor had no
internal springs and a minimum number of moving parts; it was touted by consumer magazines as likely to extend
the useful life of an air conditioner.
A separate operating division, the Fedders Compressor Company, was formed during 1978 to manufacture
the units; the division’s name was changed to Rotorex in 1981 to better reflect the nature of its product. In late
1986, this operating division and the automobile products unit were spun-off and became separate divisions of
a new publicly held company called NYCOR.8 Holders of Fedders’ common (Class B) stock received one share
of NYCOR common (Class B) stock for every share they held in Fedders — as an addition to, not a replacement
for, their Fedders shares.
At the time of the spin-off of Rotorex, Fedders hoped that other air conditioner manufacturers would now
find it easier to purchase compressors from Rotorex, since they would no longer be aiding the business of a
competitor. In July of 1989, however, with sales quadrupled over 1986 levels and (as a result) Rotorex selling

7 The 1987 and 1988 figures also included exports, but those numbers were not available.

8 Certain officers and directors of Fedders were also officers and/or directors of NYCOR and had significant
stockholdings in both companies.
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its entire output of compressors to Fedders, the firm purchased Rotorex from NYCOR "to trim expenses and
ensure supply" (according to Fedders’ annual report).
With its purchase of Rotorex, Fedders became the only remaining North American room air conditioner
manufacturer with its own rotary compressor capability. Fedders’ Japanese competitors had been manufacturing
both compressors and air conditioners for many years.

OTHER ACQUISITIONS
During the 28-month period between September 1988 and January 1991, Fedders made three acquisitions in addi
tion to the Rotorex purchase; the total consideration for all four was $203 million.9 In September of 1988, the
firm purchased (from General Electric) a Tennessee facility that was the world’s only high volume producer of
plastic-cabinet window air conditioners. Three months later, Fedders acquired an Ontario (Canada) manufacturer
of metal room air conditioners.
In January of 1991, Fedders purchased from the Jepson Corporation the net assets of its Emerson Quiet Kool
division (EQK), which manufactured room air conditioners and dehumidifiers.1011Like Fedders, EQK had been
manufacturing room air conditioners for over 40 years; its "required repair" record was one of the best in the
industry. In contrast to Fedders’ Illinois manufacturing plant which had a single, long assembly line, EQK’s
primary plant had three smaller assembly lines.
Fedders’ top management decided that the Emerson brand would be continued, perhaps because EQK’s units
had sold well in certain geographic markets where Fedders’ existing brands had not been particularly strong.
However, Fedders’ service function was immediately integrated into EQK’s nationally recognized parts and
service organization.
The purchase of EQK provided Fedders with instant prominence in the dehumidifier market.11 In contrast
to room air conditioners, industry-wide sales of dehumidiers had increased during 1990.12 The principal
component of the dehumidifier is also the rotary compressor.

REVOLVING LINES OF CREDIT
Fedders’ 1990 annual report detailed the revolving credit lines which Fedders had negotiated with banks. At
December 31, 1990, Fedders had available four unsecured lines of credit for short-term borrowing; the firm could
borrow a total (i.e., including existing borrowings) of $65 million under these lines. In June of 1989, Fedders
arranged for a $45 million unsecured long-term line of credit.

9 In addition to paying $135 million in cash, Fedders assumed $88 million of liabilities of the firms it had
acquired.

10 Of course, Fedders’ early-1991 purchase of EQK is not reflected in its 1990 financial statements. Plans for
this acquisition were originally announced in July of 1990, but the purchase had been delayed pending a U.S.
Department of Justice review.
11 Fedders had previously sold dehumidifiers, but only on an irregular basis; e.g., none were marketed between
1980 and 1986.

12 Dehumidifier sales in the U.S. jumped from 605,000 units in 1989 to 724,500 units in 1990.
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MAJOR CUSTOMERS
One private-label customer accounted for 11 percent and 27 percent of Fedders’ sales revenue in 1989 and 1990,
respectively. Another customer accounted for 11 percent of sales revenue in 1990.13

EFFORTS AT PRODUCT INNOVATION AND QUALITY
At year-end 1990, Fedders was proceeding on schedule to introduce by 1992 a new generation of window air
conditioners. By redesigning the air-movement system, the firm expected to produce units that would be
significantly quieter and up to 34 percent lighter and 40 percent smaller than conventional units. Company-wide
research and development costs had increased from $1,326,000 in 1988 to $2,276,000 in 1990. During 1990,
Fedders’ largest plant incorporated a state-of-the-art computerized test system into its production process. The
system tested the total operating performance of each air conditioner on the assembly line.

RESTRUCTURING CHARGE
A $14,311,000 one-time restructuring charge against income was recorded in 1990 in connection with the
permanent shutdown of assembly operations at the Ontario facility that Fedders had acquired two years earlier;
of this amount, $10,133,000 reflected the write-off of intangibles. Fedders felt that assembly costs were too high
at this plant.14 The Ontario location was converted into a warehouse and distribution center to supply Canadian
customers with products built in U.S. plants.
WEATHER CONDITIONS

The summers of 1988 and 1990 differed greatly in intensity in a number of key selling areas. As noted in
Exhibit 1, the number of days with temperatures of 90 degrees or higher during 1988 far exceeded the averages
of such days for both Chicago and New York City. In marked contrast, the number of intensely hot days during
1990 was below average in both cities.
SALES PATTERN

Both the varied intensity of the summers and Fedders’ shipment policy (see below) manifested themselves in
roller-coaster sales. Net sales ($000) were as follows:
1987

1988

1989

1990

$128,659

$221,142

$367,637

$241,383

+72%

+66%

-34%

13 No other customer accounted for more than 10 percent of sales in either 1989 or 1990. Accounting rules
require that firms disclose the existence of major customers, but they need not identify them by name.
14 An employee strike that began in May of 1990 may have played a role in Fedders’ decision.
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Unlike most of its competitors, Fedders normally shipped units from August through December to wholesale
distributors for the next year’s season.15 As a result, the unusually hot summer in 1988 led to increased
shipments to distributors in the fall of that year, favorably positioning Fedders to increase sales and market share
in the 1989 summer, when seasonable weather prevailed. In 1990, however, an opposite scenario began to
unfold. A sales decline of 7 percent during the first half of 1990, the relatively cool summer (see Exhibit 1),
and excess inventory in the distribution system since late 1989 all led to an 81 percent drop in second-half 1990
sales as dealers were reluctant to accept additional stock for possible sale in 1991.
PRODUCTION CUTBACK
In response to reduced demand, Fedders’ manufacturing plants remained closed from August through December
of 1990. In most other years, the facilities were operated year round, except for a traditional August vacation.
Backlog orders (believed by Fedders to be firm) were, at January 1, 1991, only 38 percent of their level one year
earlier.16
STOCK PRICE TRENDS

The market price of Fedders’ common stock was as follows on the last trading day of selected months:
Date

December 30, 1988
April 28, 1989
August 31, 1989
December 29, 1989

Price
$12.63
16.13
14.75
13.50

Date
April 30, 1990
August 31, 1990
December 31, 1990
April 30, 1991

Price

$15.87
9.50
6.87
8.63

Exhibit 2 compares the price trend for Fedders’ common stock to movements in both the Dow Jones Industrial
Average and in the Standard and Poor’s 500 over the above period. The market price of Fedders’ common stock
and the level of the stock market indicators on December 30, 1988 were each assigned an index of 100. To
illustrate, the Fedders index of 68 at the end of April 1991 reflected the percentage relationship between the $8.63
per-share price at that time and the $12.63 price at the end of 1988.
CLASS DISCUSSION

Professor McClure photocopied the financial statements contained in Fedders’ 1990 annual report and distributed
them to his accounting class. Exhibits 3, 4, and 5 present, respectively, the combined statements of income and
retained earnings, the balance sheets, and the statements of cash flows. Because he was aware that many class
members could benefit from a review of key financial measures, Professor McClure also provided his class with
the summary appearing in Exhibit 6.
A spirited discussion ensued among the students, focusing on such issues as Fedders’ liquidity, the relative
merits of positive income flows vs. positive cash flows, Fedders’ overall financial health, and the possible impact
of the firm’s recent actions and industry developments on its future financial situation.

15 Pre-season buying by distributors was facilitated by an extended payment plan, under which amounts were not
generally due until die beginning of the selling season.

16 Information on the order backlog was obtained from the firm’s SEC filings.
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CAUSE FOR CONCERN?

Melissa, among others, observed that the 34 percent drop in sales experienced by Fedders during 1990 and its
recent acquisitions policy had taken their toll on the firm’s financials. She noted that:
1. The 1990 net loss of $15,566,000 was a far cry from 1989’s net income (before an extraordinary gain)
of $22,138,000.
2. The gross margin amount and percentage fell from $69,419,000 and 18.9 percent in 1989 to $41,037,000
and 17 percent, respectively, in 1990.1718
3. Selling, general, and administrative (SG&A) expenses as a percentage of sales revenue rose dramatically
from 7.6 percent in 1989 to 12.9 percent in 1990.18
4. Depreciation expense increased almost sixfold, from $1,291,000 in 1988 to $7,479,000 in 1990.19
5. The cash balance, which actually had been zero at December 31, 1989, was also nonexistent at December
31, 1990.
6. Continued (increased) dividend payments and the 1990 loss combined to produce a 72 percent decline in
retained earnings (from $33,576,000 to $9,317,000).
7. Current assets fell by almost one third during 1990 (from $163,063,000 to $114,112,000).
A SILVER LINING?

While not questioning the accuracy of Melissa’s data, Keith was vocal in questioning the "spin" that she had put
on Fedders’ 1990 performance. He observed that:
1. Over 90 percent of the 1990 loss was due to the restructuring action undertaken by Fedders to benefit its
future.
2. Operations provided $18,756,000 of cash during 1990, a complete turnaround from the $4,154,000 of cash
used by operations during 1989.

3. Collections from customers declined far less than sales in 1990.

4. It’s normal for the gross margin percentage to fall and for the SG&A expense percentage to rise when
firms initially encounter significant sales declines.

17

Amounts and percentages computed from information presented in Exhibit 3.

18

Percentages computed from data presented in Exhibit 3.

19

Depreciation was derived by subtracting the amortization reported in Fedders’ SEC Form 10-K from the total
of depreciation and amortization disclosed in its cash-flow statements.
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5. A firm cannot grow through acquisitions (or even internally) without experiencing increases in
depreciation.20
6. Even though Fedders’ cash balance was zero at December 31 of 1989 and 1990, the statements of cash
flows reveal that the firm had sufficient cash to buy back over $11 million of treasury stock in 1989 and
to increase dividends in both 1989 and 1990.21

7. If Fedders’ fiscal year had ended after its busy season (e.g., August 31) rather than near the beginning
of winter (December 31), the firm would no doubt have had some amount of cash on hand,
8. Current liabilities fell by almost 50 percent in 1990 (from $108,229,000 to $55,559,000), while long-term
debt showed little change.
Keith reminded the class that Fedders’ 1990 cash provided by operations of almost $19 million (see Exhibit 5)
represented the excess of cash from customers over cash paid for merchandise, salaries, interest, taxes, and other
business items. "Isn’t a solid number here more important than the amount of net income or the size of the
ending cash balance?" he asked the class. Then, getting frustrated, he added: "The last time I checked, firms
were paying their bills with cash generated during the year, not with net income."

APPARENT CONTRADICTIONS
Melissa acknowledged the merit of several of Keith’s comments, but she was not swayed by his second point.
She noted that the change in accounts receivable during 1990 played a major role in turning Fedders’ 1990 net
loss into positive cash from operations for that year (Exhibit 5). "Something’s really wrong with the apparent
contradictions embodied within the indirect format used by Fedders and others to calculate their cash from
operations," Melissa exclaimed.22 She observed that the accounts receivable and inventory decreases during
1990 were portrayed under the indirect format as having aided Fedders’ cash from operations, while the increases
in those items during 1989 lessened cash. "Why should the 1990 changes make the firm look better, when they
resulted from such negative events as deteriorated sales and a most unusual five-month production suspension?
And why should Fedders look worse in 1989 just because the firm increased production and inventory and was
carrying more receivables in response to growing sales?" she asked. Melissa concluded by commenting that
"something’s wrong when firms are rewarded for their liquidation efforts and penalized for their investments."

ANOTHER PERSPECTIVE ON CASH FLOWS
Julie, another student in Professor McClure’s class, listened to Melissa’s criticisms and decided to enter the
discussion. "Might the direct format do a better job (than the indirect format) of highlighting the components
of cash from operations — without introducing the apparent contradictions that are so troublesome to Melissa?"
she inquired. Because a good friend of Julie’s worked at the local Survivor Bank, she was aware that the credit
analysts there (and at a majority of other banks) routinely used purchased software to recast the financial

20

Additionally, SEC Form 10-K reveals that amortization increased from $193,000 to $9,002,000, reflecting
the annual expensing of the goodwill and other intangibles acquired.

21

The treasury shares were used for executives exercising their stock options.

22

Of the 600 firms surveyed in Accounting Trends & Techniques, 585 (97.5 percent) used the indirect format
on their 1992 statements of cash flows. (AICPA, 1993, p. 452.)
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statements of prospective and existing borrowers.23 She understood that as a part of this process, firms’
indirect-format cash-flow-from-operations sections were often converted into the direct mode. "If most banks
regularly convert to the direct format, many credit analysts must believe that this alternative perspective can prove
more insightful. Perhaps it can shed additional light on the happenings at Fedders," Julie declared.
The class had no answer, but decided to take Julie up on her suggestion that her friend prepare the type of
cash-flow spreadsheet typically generated by Survivor Bank. Keith mentioned that the class could benefit from
seeing the bank’s balance-sheet spreadsheet for Fedders as well. On the next day, Julie brought the bank’s
analyses to class; they appear as Exhibit 7 (balance sheet) and Exhibit 8 (cash-flow statement).24

THE BALANCE-SHEET SPREADSHEET
Because the bank’s recast balance sheet closely mirrored Fedders’ own statement in format, the class rapidly
shifted its attention to the ratios appearing at the bottom of Exhibit 7. Melissa noted the sharp drop in the quick
ratio from 0.69 to 0.37. Keith, true to form, focused more on the increase in the current ratio from 1.51 to 2.05.
He also noted that receivable days had fallen from 74 to 31 during 1990. "Reducing the time it took customers
to pay by 43 days must have made Fedders more liquid," Keith remarked.
Melissa would have none of this. She reminded Keith that the conversion cycle remained virtually constant
from 1989 to 1990. In addition, the net working capital rose only slightly, despite the one-third increase in the
current ratio. "Besides," she noted, "the quick ratio is superior to the current ratio in measuring changes in a
firm’s liquidity."
Melissa then focused on the dividend information contained in Exhibit 3, wondering how a firm that lost over
$15 million in 1990 and had no cash at either the beginning or the end of that year could afford 20 percent
increases in the per-share dividends on both its common stock and its Class B stock, on top of 33 percent
increases the prior year. "Is this the way to become more liquid?" she asked. "Aren’t they concerned about the
possibility of negative retained earnings?" she inquired.

CASH FROM TRADING
The class then directed its attention to the cash-flow spreadsheet in Exhibit 8. Julie remarked that the bank’s
summary definitely resembles the direct format for calculating funds from operations because it begins with cash
from sales (the equivalent of collections from customers) rather than net income. But Keith noted that the typical
direct-format statement illustrated in textbooks does not contain a calculation of the cash from trading. "I can
see that it represents the excess of cash from sales over cash production costs, but just what is the significance
of this subtotal?" he inquired of Professor McClure.
"In one sense, cash from trading can be thought of as the core of why a business exists: to make and sell
a product or provide a service in a way that generates sufficient cash to provide for the other cash outlays
necessary to increase the value of the firm," Professor McClure replied. Melissa wondered aloud whether a
firm’s cash-from-trading amount might be more likely to recur and be less subject to possible manipulation than
its cash-from-operations total. "If CFT is so important to credit analysts, why don’t the few firms who use the
direct format calculate that amount?" Julie asked. She went on to observe that the cash from trading looked like
the cash equivalent of the gross margin, and further noted that the former rose by 188 percent during 1990 (from

23

24

Purchased software used by banks for financial statement analysis and spreadsheet generation include FAST
from Financial Proformas, Inc., FAMAS from Crowe, Chizek & Co., and CLDS and Stan/dbi from Baker
Hill Corp.
Observe that the data for 1990, the most recent year under study, appear in the right-most column on the
spreadsheets (Exhibits 7 and 8), but in the left-most column on the financial statements of Fedders
(Exhibits 3, 4, and 5).

hank’s
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$26,131,000 to $75,193,000, per Exhibit 8) while the latterfellby 41 percent (from $69,419,000 to $41,037,000,
as calculated from Exhibit 3).

CLASS ASSIGNMENT
Professor McClure prepared a series of questions to stimulate additional discussion on the general business
situation at Fedders and the specific issues raised by Melissa, Keith, and Julie. (Perhaps he viewed the
assignment as an opportunity for class members to further loosen the fetters of their imagination!) As he
distributed the questions to his students in early April of 1991, he informed the class that Fedders had just
announced that it would present financial results in the future (starting in 1991) on a new fiscal year — ending
on August 31 rather than on December 31.
QUESTIONS FOR DISCUSSION

1. Was Fedders more successful in (a) 1990 with a net loss, but cash provided by operations or (b) 1989 with
net income, but cash used in operations?

2. Evaluate Fedders’ acquisitions policy, including its method of financing the purchase of other companies.
3. Comment on the apparent contradictions which concerned Melissa.
4. Evaluate the liquidity of Fedders. Would zero cash at December 31 be of more concern for firms in other
industries? Why did Fedders’ quick ratio decrease while its current ratio was increasing? Would the ratio
levels calculated by the bank be viewed differently if Fedders were an advertising agency? A restaurant
chain?

5. Is Melissa rightly concerned about Fedders’ dividend policy? Why might the firm have increased dividends
in both 1989 and 1990?
6. In what ways does the direct-format cash-flow spreadsheet generated by Survivor Bank shed additional light
on the causes and meaning of Fedders’ operating cash flows? How does the cash-from-trading subtotal aid
in an analysis of Fedders’ situation? Are existing cash-flow disclosures inadequate when most banks find it
necessary to use software to recast the operations section?
7. To what extent was Fedders able to raise its product prices during the 1988-1990 period?
8. How might the continuing decline in the use of wholesale distributors, retailers’ increasing reliance on
just-in-time purchasing, and the acquisition of Emerson Quiet Kool (in early 1991) affect future financial
statements and the overall financial health of Fedders?
9. Assume that you had $45,000 to invest in the stock market on April 30, 1991. Would you have been inclined
to purchase 1,000 shares of Fedders’ common stock (an $8,630 investment at then-current market prices)?
Explain.
10. If you were a banker and Fedders had approached you in late April of 1991 for a $15 million, 10-year loan,
what would your answer have been? Explain.
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EXHIBIT 1

Number of Days

90+ Temperatures, June-August

□ Average Year
■ 1988
■ 1990

New York

Chicago
City

Source:

Daily Weather Maps, Climate Analysis Center,
U.S. Department of Commerce
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EXHIBIT 2

Stock Price Trends:

Fedders vs. Market Indices

Fedders Common
Stock

Dow Jones
Industrial Average
Standard and
Poor's 500

End of Month
Source for Stock Information Used to Construct Indices:
The Wall Street Journal
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EXHIBIT 3
Fedders Corporation
CONSOLIDATED STATEMENTS OF OPERATIONS AND RETAINED EARNINGS
(Amounts in thousands, except per share data)

1990

1989

1988

$241,383

$367,637

$221,142

200,346
31,096
14,311
245.753

298,218
27,906
—
326.124

180,463
18,240
—
198,703

41,513
(6,183)
427
35,757
13,619
22,138

22,439
(203)
1.902
24,138
9,254
14,884

1.516

7,042

Years Ended December 31,

Net sales
Costs and expenses:
Cost of sales
Selling, general and administrative expense
Restructuring charge (Note 1)

Operating income (loss)
Interest expense
Interest income
Income (loss) before income taxes and extraordinary gain
Federal, state and foreign income tax (benefit) (Note 7)
Income (loss) before extraordinary gain
Extraordinary gain: Effect of utilization of tax loss
carryforward (Note 7)

(4,370)
(12,610)
—
(16,980)
(1.414)
(15,566)

Net Income (Loss)

(15,566)

23,654

21,926

33,576

17,581

2,542

Retained Earnings at Beginning of Year

Dividends declared:
Preferred Stock ($0.438 and $1.75 per share in 1989 and
1988, respectively) (Note 9)
Common Stock ($0.48, $0.40 and $0.30 per share in 1990,
1989 and 1988, respectively)
Class B Stock ($0.432, $0.36 and $0.27 per share in 1990,
1989 and 1988, respectively)

(3,008)

(7,704)

(6,001)

(3,157)

(989)

(917)

(722)

9,317

$ 33.576

$ 17,581

$

(0.84)

$

1.20

$

0.87

$

(0.84)

$

0.08
1.28

$

0.51
1.38

$

(0.84)

$

1.16

$

0.82

$

(0.84)

$

0.08
1.24

$

0.38
1.20

Retained Earnings at End of Year
(Note 1):
Income (loss) before extraordinary gain
Extraordinary gain: Effect of utilization of tax loss
carryforward
Net income (loss) per share

(741)

—

Primary earnings per share

(Note 1):
Income (loss) before extraordinary gain
Extraordinary gain: Effect of utilization of tax loss
carryforward
Net income (loss) per share

Fully diluted earnings per share

See accompanying notes.
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EXHIBIT 4
Fedders Corporation
CONSOLIDATED BALANCE SHEETS
(Amounts in thousands, except per share data)

December 31,

1990

1989

$ 20,504
9,007
79,344
4,337
920
114,112

$ 74,565
—
84,077
4,016
405
163,063

66,075
35,180
$215,367

66,610
51,602
$281,275

$ 31,781
2,235
4,383
17,160
—
55,559

$ 43,275
2,027
29,021
30,775
3,131
108,229

88,406
5,727

81,627
4,150

2,573
1,578

1,813
2,840

16,836

16,754

2,270
41,668
9,317
621
70,712

2,349
42,312
33,576
234
95,225

ASSETS
Current assets:

Accounts receivable (less allowance of $2,419 in 1990 and $3,150 in 1989)
Current income tax receivable (Note 7)
Inventories (Note 1)
Deferred income taxes (Note 7)
Prepaid expenses
Total current assets

Net property, plant and equipment (Note 1)
Other assets (Notes 1 and 12)

LIABILITIES AND STOCKHOLDERS’ EQUITY
Current liabilities:

Short-term borrowing (Notes 4 and 13)
Current portion of long-term debt (Note 5)
Accounts payable
Accrued expenses (Note 1)
Income taxes payable (Note 7)
Total current liabilities
Long-term debt (Notes 5, 6 and 13)
Deferred income taxes (Note 7)
Other long-term liabilities:
Warranty (Note 1)
Other

Commitments and contingencies (Notes 3 and 4)
(Notes 9 and 10):
Common Stock, $1 par value, 30,000,000 shares authorized; 16,836,230 and
16,754,154 issued at December 31, 1990 and 1989, respectively
Class B Stock, $1 par value, 30,000,000 shares authorized; 2,270,306 and
2,349,306 issued and outstanding at December 31, 1990 and 1989, respectively
Additional paid-in capital
Retained earnings
Cumulative translation adjustment

Stockholders’ equity

Less — treasury stock, at cost, 670,508 and 931,597 shares of Common Stock
at December 31, 1990 and 1989, respectively
Total stockholders’ equity

(9,188)
61,524
$215,367

(12,609)
82,616
$281,275

See accompanying notes.
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EXHIBIT 5

Fedders Corporation
CONSOLIDATED STATEMENTS OF CASH FLOWS
(Amounts in thousands)
Years Ended December 31,

1990

1989

1988

$(15,566)

$ 23,654

$ 21,926

16,481
1,256
10,133

9,991
840
—

1,484
(924)
—

54,061
(9,007)
4,733
(1,321)
(24,638)
(13,615)
(3,131)
(502)
(128)
18.756

(21,799)
—
(23,892)
(1,388)
2,403
4,269
1,708
(783)
843
(4,154)

(9,638)
—
(17,768)
—
12,667
4,047
907
(286)
(368)
12,047

(7,118)
—
—
—
174
(6.944)

(8,879)
(43,028)
—
—
862
(51,045)

(2,720)
—
(17,300)
(19,367)
2
(39,385)

(11,286)
10,634
(5,247)
(8,693)
2,780
—
—
(11.812)

43,275
35,926
(20,342)
(7,659)
3,836
739
(11,709)
44,066

—
22,561
—
(6,887)
329
—
—
16,003

(11,133)
11,133

(11,335)
22,468
$ 11.133

Cash flows from operations:

Net income (loss)
Adjustments to reconcile net income (loss) to net cash from
operating activities:
Depreciation and amortization
Deferred income taxes
Write-off of intangible assets
Changes in operating assets and liabilities excluding
purchased operations:
Decrease (increase) in accounts receivable
(Increase) in current income tax receivable
Decrease (increase) in inventory
(Increase) in other assets
(Decrease) increase in accounts payable
(Decrease) increase in accrued expenses
(Decrease) increase in income taxes payable
(Decrease) in other long-term liabilities
Other
Net cash provided by (used in) operations
Cash flows from investing activities:

Additions to property, plant and equipment
Acquisition of Rotorex Corporation
Acquisition of Tennessee facility
Acquisition of Ontario operations
Disposal of property, plant and equipment
Net cash used in investing activities
Cash flows from financing activities:

(Decrease) increase in short-term borrowing
Proceeds from long-term debt
Repayments of long-term debt
Dividends paid
Proceeds from stock options exercised
Proceeds from warrants exercised
Purchase of treasury stock
Net cash (used in) provided by financing activities
Net decrease in cash and cash equivalents
Cash and Cash Equivalents at Beginning of Year
Cash and Cash Equivalents at End of Year
Supplemental disclosure:
Interest paid
Income taxes paid

—
—

$ 10,394
8,713

$ 5,897
9,575

$

145
876

See accompanying notes.
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EXHIBIT 6

SUMMARY OF KEY FINANCIAL MEASURES

Asset Turnover. One component of return on assets; calculated by dividing sales revenue by average assets.
Expected level is very industry dependent; e.g., exceeds 5.0 times for many supermarkets but is less than 0.4
times for most utilities.

Conversion Cycle. The total of inventory days and receivable days. Represents the number of days it takes for
inventory to be converted into cash (first sold on credit and then collected).
Current Ratio. A widely used measure of short-term liquidity; equal to current assets divided by current
liabilities. Desirable level depends on industry and other circumstances, but generally satisfactory levels could
be 1.5 for a manufacturer and 1.0 for a service firm.

Debt-to-Equity Ratio. A widely used measure of financial strength or leverage; equal to interest-bearing debt
(or only long-term debt) divided by stockholders’ equity. Desirable level depends on some firm-specific factors,
but anywhere from 35 percent to 50 percent could be a generally satisfactory level.
Debt-to-Total-Capitalization Ratio. An alternative formulation of the debt-to-equity calculation. Keeps the same
numerator, but denominator becomes the sum of the numerator and stockholders’ equity. A 50 percent
debt-to-equity ratio would convert into a 33 percent debt-to-total-capitalization ratio.
Interest Coverage. A measure of the firm’s ability to meet its interest obligations; calculated by dividing earnings
before interest and taxes (EBIT) by interest expense.

Inventory Days. Equals average or ending inventory divided by average daily cost of goods sold. Also referred
to as days’ sales in inventory. Inventory turnover equals 365/inventory days.

Quick (Acid-Test) Ratio. A widely used measure of short-term liquidity. It has the same denominator as the
current ratio, but its numerator excludes inventory and prepaid expenses. Desirable level depends on industry
and other circumstances, but 0.8 would generally be considered satisfactory.
Payable Days. Equals average or ending accounts payable divided by average daily cost of goods sold (or
purchases). Payables turnover equals 365/payable days.

Profit Margin. One component of return on assets; calculated by dividing net income plus tax-adjusted interest
by sales revenue. When numerator consists of only net income, often referred to as return on sales. Expected
level varies greatly by industry; e.g., exceeds 5 percent for many publishers while remaining near 2 percent for
most textile manufacturers.

Receivable Days. Equals average or ending receivables divided by average daily sales revenue. Also referred
to as days’ sales in receivables. Receivables turnover equals 365/receivable days.
Return on Assets. A widely used measure of profitability; equal to net income plus tax-adjusted interest divided
by average assets. It can be broken down into its profit margin and asset turnover components. Expected level
is also very industry dependent; e.g., exceeds 7 percent for many soap and cosmetics manufacturers, but seldom
exceeds 4 percent for most chemical companies.
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Return on (Common) Stockholders' Equity. Another widely used measure of profitability; equal to net income
divided by average (common) stockholders’ equity. Expected level is very industry dependent; e.g., exceeds 25
percent for many pharmaceutical firms, but seldom exceeds 12 percent for most metal products companies.

Working Capital. Excess of current assets over current liabilities. Also referred to as net working capital.
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EXHIBIT 7
02/26/93
10:13 A.M.

DOLLARS
in Thousands

Spread-Balance Sheet

FEDDERS CORPORATION

UNQUAL
DEC 31

12

1988
MTNS

UNQUAL
DEC 31
1989
12 MTNS

UNQUAL
DEC 31
1990
12 MTNS

ASSETS
-•••••

Cash

11.133

Accounts Receivable - Trade
Lees: Allowance for Doubtful Accts.

52,766
0

0
77,715
3,150

0
22,923
2,419

Total Accounts Receivable * Net

52,766

74,565

20,504

0
0

21,057
9,476

17,222
9,455

Finished Goods
Inventories

0
60,185

53,544
0

52,667
0

Total Inventory

60,185

84,077

79,344

0
702

0
405

0

4,016

9,007
920
4,337

124,786

163,063

114,112

21,911

66,610
17,113

66,075
13,230

13,853
14,123

4,374
12,147

6,513

5,429

50,214

51,602

35,180

196,911

281,275

215,367

31,781

Raw Materials & Supplies
Work in Process

lncome Taxes Receivable
Prepaid Expenses
Deferred Income Taxes

TOTAL CURRENT ASSETS
Net Property
Intang.(Net): License Agreements

Non-Compete Agreements
Goodwill
Other Intangibles
Total Intangible Assets

TOTAL ASSETS

0
0
0
50,214

LIABILITIES

0
151

43,275

2,027

2,235

Accounts Payable - Trade

26,618

29,021

4,383

Current Tax Liability

1,423
26,506

3,131
30,775

0
17,160

54,698

108,229

55,559

66,043

74,006

0
2,649
0

7,621
4,653

4,150

82,706
5,700
4,151
5,727

123,390

198,659

153,843

Bank Loans Short Tern
Current Maturities LTD

Accrued Expenses
TOTAL CURRENT LIABILITIES
Long Tern Debt
Capital Lease Obligations
Other Long Tern Liabilities
Deferred Incane Taxes

TOTAL LIABILITIES
EQUITY
Common Stock

14,945

19,103

19,106

Capital Surplus
Cumulative Translation Adjustment

40,995

0

42,312
234

41,668
621

Less: Treasury Stock
Retained Earnings

0
17,581

(12,609)
33,576

(9,188)
9,317

TOTAL EQUITY
TOTAL LIABILITIES & EQUITY
Gross Property

73,521

82,616

61,524

196,911

281,275

215,367

21,911

84,478

91,222

Current Ratio

2.28

1.51

2.05

Quick Ratio

1.17

0.69

Net Working Capital

70,088

54,834

0.37
58,553

Tangible Net Worth

23,307

31,014

26,344

Total Liabilities/Equity
Total Liabilities/Tang. Net Worth

1.68
5.29

2.40
6.41

2.50
5.84

Total Liab-Sub Debt/Cap Fund

5.29

6.41

5.84

122
87

103
74
177

176

36

8

Inventory Days
Receivable Days

Conversion Cycle
Payable Days

209
54

145
31
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EXHIBIT 8

DOLLARS

02/26/93

in Thousands

10:13 A.M.

Spread-Cash Flow Summary

FEDDERS CORPORATION

UNGUAL
DEC 31

12

1989
MTNS

367,637

Sales Revenue
Change in Accounts Receivables

CASH FROM SALES

UNQUAL
DEC 31
1990

12

MTNS

241,383

(21,799)

54,061

345,838

295,444

(298,218) (200,346)

COGS Expense
Change in Inventory
Change in Acct. Payables

CASH PRODUCTION COSTS

CASK FROM TRADING

SG&A/Operating Expense
Change in Prepaid
*
Change in Accruals

Change in Other C/A
Total Cash Operatine Coots
CASH AFTER OPERATIONS

Other Income (Expense)
CASH BEFORE DEBT SVC. & TAXES

Net Income Tax Expense

(23,892)

4,733

2,403

(24,638)

(319,707) (220,251)

26,131

75,193

(27,906)

(45,407)

297

(515)

4,269

(13,615)

(4,016)

(321)

(27,356)

(59,858)

(1,225)

15,335

427

0

(798)

15,335

(13,619)

1,414

Change in Def. Income Taxes

4,150

1,577

Net Change in Current Tax Liab

1,708

(12,138)

NET CASH AFTER OPERATIONS

(8,559)

6,188

Dividends/Owners' Withdrawals

(7,659)

(8,693)

Interest Expense

(6,183)

(12,610)

Cash Financing Costs

(13,842)

(21,303)

CASH AFTER FINANCING COSTS

(22,401)

(15,115)

(151)

(2,027)

CASH AFTER DEBT AMORTIZATION

(22,552)

(17,142)

Cap.Exp. (See Accountant Cash Flow)

(44,699)

535

(1,388)

16,422

2,004

(502)

INVESTMENTS

(44,083)

16,455

FINANCING SURPLUS (REQUIREMENT)

(66,635)

(687)

Change in Short Term Debt

43,275

(11,494)

Change in Long Torn Debt

17,611

9,014

(7,134)

2,780

1,516

0

55,268

300

Current Portion Lone Tens Debt

Change in Intangibles

Change in Other NCL

CASH USED IN PLANT,

Change in Common Stock/Pd in Capital

Extraord. Gain (Loss)/Acct Change

Total External Financing
Other Changes In Net Worth

234

387

Fin.Sur./(Req.) ♦ Ext.Financing

(11,133)

0

PROOF: CHANGE IN CASH & MKT. SEC.

(11,133)

0

7.11

31.15

Cash Coverage (x)

(0.61)

0.27

Cash Coverage Including Cap.Exp.(x)

(0.15)

0.27

Cash Margin (X)
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Fedders Corporation
TEACHING NOTES
Martin L. Gosman, Associate Professor
Boston University, Massachusetts
Janice L. Ammons, Assistant Professor
New Mexico State University, Las Cruces

Mary G. Murphy, Executive Director
Waterbury Housing Fund, Connecticut

EXECUTIVE SUMMARY

Varied weather conditions during the 1988-1990 period produced wide fluctuations in sales, receivables, and
inventories for Fedders Corporation, the largest manufacturer of room air conditioners in North America. The
firm’s financial statements initially seem to contain many contradictions/ironies. Operations were a net user of
cash during 1989 even though a net income was earned that year, while 1990’s net loss was accompanied by
operations which provided cash. The cash balance was zero at year-ends 1989 and 1990, and yet the firm had
sufficient cash during those years to purchase treasury stock and increase dividend payments. The current ratio
rose by one-third during 1990 while the quick ratio almost halved, but Fedders’ inventory balance had not
increased. Individual students in an accounting class place different "spins" on Fedders’ past performance and
future prospects, depending on whether they focus upon cash or income and their views on the desirability of
Fedders’ marketing, financing, dividend, and acquisitions policies. The message conveyed by sizable receivable
and inventory adjustments within the cash-from-operations section is debated, with one student asserting that the
indirect format seems to reward firms for their liquidations and punish them for their investments. Two bank
spreadsheets prepared for Fedders illustrate how banks have recast the firm’s financial statements, moving to the
direct format for cash from operations and calculating a cash-ffom-trading subtotal.
OBJECTIVES
The text and discussion questions allow students to explore the following:

1. How the accounting numbers and relationships depicted on a firm’s financial statements were influenced by
its past strategic management decisions and how those financial results might constrain the company’s future
business options.
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2. Why users need both income statement information and cash flow data and the difficulty in gauging the
relative importance of each in evaluating a firm’s performance.
3. How the balance sheet and the statement of cash flows play unique as well as complementary roles in the
assessment of liquidity.

4. Why most credit analysts prefer the direct-format presentation of cash from operations.
5. How the cash-from-trading number is calculated and why this measure is so important to bankers.
6. Why bankers and stockholders need to have somewhat similar orientations when they evaluate a firm’s present
financial condition and future outlook.

APPROPRIATE COURSES
There are two primary target audiences for this case: (a) accounting majors who are very knowledgeable
concerning the statement of cash flows and (b) MBA students who have completed their core courses in
accounting and finance. This case can be used successfully in the latter half of the Intermediate II course on the
undergraduate and graduate levels (perhaps even serving as a "capstone" project) and in such advanced
undergraduate or MBA electives as Financial Statement Analysis and Corporate Financial Reporting.
With some relatively minor adjustments (see Teaching Strategies section below), this case can serve as a
pre-assignment for discussion by incoming MBAs or Intermediate I students at their first accounting class or be
employed in an interdisciplinary MBA First Week program for entering students.

TEACHING STRATEGIES
Teaching strategies will vary depending on course level, student capabilities, time constraints, and the instructor’s
orientation and preferences. You might break the ice by furnishing details of the 1908 "Round the World"
automobile race mentioned in Note 1 of the case (and expanded upon in a separate section of this teaching note).
Some instructors spend the entire session proceeding through the questions in the exact order in which they appear
in the case. Others do not begin considering the specific questions until the second hour of the discussion, using
the first hour for class contributions to lists of what Fedders is doing particularly well and what it is not doing
well; of course, many of the issues covered in the questions (e.g., acquisitions and dividend policies) come to
the surface under this avenue even during the first hour. Another approach is to focus on the more strategic
business issues first (Questions 2, 5, 7, and 8) and then examine the accounting results by covering the remaining
questions; this approach often proves most beneficial with non-accounting majors. For an accounting-major
audience, some instructors will move first to the accounting results and then consider the business actions which
led to those results. Another possibility involves beginning with summary evaluation Questions 9 and 10 and then
proceeding elsewhere.
With an introductory MBA or Intermediate I audience, we suggest the following changes: (1) eliminate
coverage of Questions 3 and 6, Exhibit 8, and the corresponding portions of the text that discuss the bank’s
cash-flow spreadsheet and the cash-from-trading subtotal, (2) replace Fedders’ complete statements of cash flows
(Exhibit 5) with an exhibit presenting only a direct-format operating section and selected additional cash-flow
data, and (3) replace the Summary of Key Financial Measures (Exhibit 6) with a more introductory Glossary of
Key Accounting Terms. Substitute exhibits are available from the authors.

APPROXIMATE TIME FRAME
The time needed to cover this case is a function of the level of the course in which it is used, the number of
discussion questions covered, and the depth of the analysis undertaken for each question. Nevertheless, anywhere
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from two to three hours could easily be devoted to the case, particularly where the instructor embraces its
interdisciplinary aspects.
EPILOGUE

Although this case was written during 1993, it presents financial statements only as recent as 1990. The in-case
discussion takes place during April of 1991. The case was cut off at that point (1) to present Fedders when it
had reported zero cash on its two most recent balance sheets, (2) to showcase a firm that had difficulty
simultaneously generating positive income flows and positive cash flows, and (3) to capture Fedders at a point
when it was debatable whether the glass was half full or half empty.
Our discussion of the case questions is based solely on the financial information presented in the case.
Nevertheless, later developments and financial results are summarized in a table at the end of these teaching
notes. You probably will have several opportunities to introduce this information and draw out the class’ reaction
to it during the discussion. On the other hand, transparencies of the table, when reviewed with students during
the last few minutes of the class, can provide some useful closure to the case discussion.

NOTE 1
For the curious, the 1908 automobile race described in Note 1 was jointly sponsored by The New York Times and
Le Matin. Some 50,000 New Yorkers jammed Times Square to cheer as the six cars (three French, one Italian,
one German, and one American) departed for San Francisco at 11:15 a.m. on February 12.25 The drivers soon
experienced the rigors of winter as they encountered four-foot snowdrifts near Hudson, New York on their first
day’s journey. After arriving in San Francisco, the cars were shipped to Valdez, Alaska, then to Yokohama,
Japan, and finally to the Russian port of Vladivostok. From there, they motored across Siberia and Eastern
Europe before arriving at the finish line in Paris. The 40-horsepower Thomas Flyer completed the 12,116 miles
of driving at 8:00 p.m. on July 30; the next finisher arrived 16 days later.26

DISCUSSION QUESTIONS

Question 1
Over the long run, any successful firm must generate both positive income flows and positive cash flows; Fedders
was not able to achieve this in either 1990 or 1989. Students could, with reason, choose either 1990 or 1989 as
the more successful of Fedders’ two years; although, on balance, a stronger case can probably be made for 1989.
The Case for 1990

Those making the case for 1990 might find Keith’s first, second, and fourth points particularly convincing. Cash
from operations was not only positive, but it exceeded 1988’s number by 56 percent (Exhibit 5). Without the
restructuring charge, 1990’s net loss would have been less than one-tenth the number reported by Fedders. Due
to the existence of fixed costs, manufacturing and SG&A expenses will not decline as quickly or as far as

25

Some classes at Barnard and Columbia were dismissed early so students could witness the race as the cars
passed by.

26

The contestants noted that the winter roads of upstate New York were worse than any driving conditions they
experienced in Siberia or Eastern Europe. The Thomas Flyer averaged 91 miles per day on the U.S. segment
of the trip and 118 miles per day on the Vladivostok-Paris segment.
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revenues at the start of a sales decline; accordingly, it is not alarming that the gross margin percentage fell and
the SG&A percentage rose.
The Case for 1989
Some students choose 1989 simply because they view profit generation as a major purpose of business
organizations. Other class members may reason that once income is earned, cash will inevitably follow.
Nevertheless, many making the case for 1989 point more to softness in the 1990 numbers than to inherent
strength in the 1989 figures. Even without the restructuring charge, 1990’s performance, although closer to
break-even, was still far removed from 1989’s profit of over $22 million. The apparently impressive cash
provided by operations during 1990 only resulted from "self liquidation" — Fedders was collecting from old sales
and not replacing this convertible asset because of the sharp falloff in sales. Almost one-quarter of the 1990
collections from customers represented payments on 1989 purchases.27
Additional Considerations

Fedders’ success or lack of success in any particular year is not necessarily indicative of its management’s success
or failure. With sales so weather dependent, it’s unrealistic to expect that 1989’s net income would be replicated
in the abnormally-cool 1990. Given the existence of fixed costs, the decline in sales revenues from 1989 to 1990
was almost guaranteed to exceed the decrease in expenses. Fedders could diversify so that its sales became less
subject to weather conditions, but such diversification has its own pros and cons (see discussion of Question 2).

Question 2
Fedders’ purchase of Rotorex will seem justified to most students. Rotorex had been sold to NYCOR in 1986
in the belief that Fedders’ competitors would be more likely to purchase rotary compressors from an independent
Rotorex. With Fedders purchasing Rotorex’s entire output by 1989, the comfort level of competitors ceased to
be a consideration. Students sometimes question Fedders’ statement that Rotorex was purchased from NYCOR
to ensure supply; they reason that supply should not have been a problem since certain officers and directors of
Fedders were also officers and/or directors of NYCOR. Of course, Fedders’ purchase not only determined who
would get Rotorex’s output but who would not (Fedders’ competitors) at a time (1989) when the room air
conditioner market was showing significant growth. In addition, the partial vertical integration resulting from
Fedders’ owning a manufacturer of the most expensive component of its product might hold out the promise of
cost efficiencies.28
In contrast to its Rotorex purchase, Fedders’ other acquisitions usually generate a more spirited class discussion.
Potential Benefits from Acquisitions

To its credit, Fedders escaped the 1980’s without being afflicted with the desire to branch out into totally
unrelated ventures. The ability to move successfully into entirely new lines of business is an art, not a science,
and one that seemed absent more often than it was present for U.S. firms during the 1980’s. As a consequence,
many firms spent the early 1990’s divesting themselves of a myriad of unrelated subsidiaries after realizing that
they could manage and operate better by concentrating on their core business.

27

Net receivables of $71,415 at December 31, 1989 as a percentage of 1990’s collections of $295,444
($241,383 sales revenue + $54,061 decrease in receivables).

28

This assumes, however, that compressor-free room air conditioners will not become technologically feasible
and cost effective in the near or intermediate term.
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Fedders’ two 1988 acquisitions (of GE’s Tennessee facility and the Canadian manufacturer) contributed to
its substantial increase in market share during 1989 and helped it to become the largest manufacturer of room air
conditioners in North America. Its early 1991 purchase of Emerson Quiet Kool (EQK) could be expected to
further solidify Fedders’ position within the room air conditioner industry. Also, that acquisition gave Fedders
prominence in the dehumidifier market and, contrary to popular belief, dehumidifiers can sell well even in
summers when air conditioner sales fall off (e.g., 1990).
Fedders’ acquisitions hold genuine promise of synergism. The case mentions the integration of Fedders’
service function into EQK’s nationally recognized parts and service organization. In addition, a reduction of
materials costs through more centralized global sourcing seems a real possibility. Finally, manufacturing
flexibility is greatly enhanced because the three smaller assembly lines at the primary EQK plant will
accommodate the frequent changeovers necessary for the production of low-volume models, enabling Fedders’
main operating plant to dedicate its single, long assembly line to the production of high-volume models.
With its acquisition of EQK, Fedders continued its focus on being the dominant player in its industry. This
strategy could provide the firm with much needed pricing flexibility for its products in the future (see discussion
of Question 7).
Possible Downside of Acquisitions
With its acquisitions, Fedders did very little to become less weather dependent. This can be especially troubling
to those students who believe that firms like Fedders must only plan backwards (by responding to last year’s
weather) because a key element necessary for forward planning (knowledge of next year’s weather) is unknown.
Students sometimes suggest that Fedders should capitalize on its compressor-manufacturing and appliance
marketing expertise by branching out into the production of refrigerators and/or freezers. Without that or similar
action, Fedders’ fortunes essentially remain tied to the sale of one product which is very weather dependent.29
As a consequence, roller-coaster patterns in sales, income, and cash flows (like those experienced during the
1988-1990 period) are likely to continue in the future. Although such fluctuations can adversely affect how
creditors and investors view the firm (see discussion of Questions 9 and 10), an individual investor can diversify
him/herself by making Fedders’ stock only one part of an investment portfolio.
Fedders’ financing of its acquisitions with substantial short-term debt runs counter to conventional wisdom.
According to the 1989 statement of cash flows in Exhibit 5, short-term borrowing increased by virtually the same
amount as the cash paid for Rotorex. Even if Fedders did not borrow- short-term specifically to pay for its
purchase of Rotorex, the firm either could have avoided such debt or could have paid it back by the end of 1989,
no matter how it arose, if Rotorex had not been acquired. Therefore, a major acquisition of long-term assets has,
in effect, been financed by short-term debt. The use of short-term debt is historically more costly, not because
of the actual rate but rather because of the tendency for this (typically revolving) debt to be out longer before
reduction.
Acquisitions led to increased debt that begot an explosion in interest expense. In Fedders’ case, 1990’s
interest expense was more than double 1989’s level and sixty-two times greater than 1988’s amount. For 1990,
over 30 percent of the firm’s gross margin was used for interest.30 The sixfold increase in depreciation cited
by Melissa and the forty-sixfold increase in amortization (Note 20) are also the direct result of Fedders’
acquisitions.

29

The instructor can contrast Fedders’ strategy with that of Philip Morris, which reduced its dependence on
tobacco sales with its acquisitions of Miller Brewing and Kraft Foods.

30

$12,610 interest expense/$41,037 gross margin = 30.7 percent.
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Question 3

Melissa was concerned with the message emanating from the indirect format, not the accuracy of the
cash-from-operations number it produced. When the indirect format for deriving cash from operations is
followed, the net income must be adjusted for changes in such cunent items as accounts receivable, inventories,
and accounts payable. Fedders’ 1990 income statement correctly includes sales revenue rather than collections
from customers; therefore, the decrease in receivables during that year must be added to the net loss (thereby
decreasing it) in order for the cash-from-operations number to reflect collections from customers. As a result
of these types of adjustments, the cash-from-operations total reported by a firm that uses the indirect format will
equal that which would have been reported had it employed the direct format.
Despite the necessity for such adjustments to net income, Melissa’s concern is not unwarranted. Apparent
contradictions are highlighted when attention is focused on singular measurements without consideration of what
is happening behind those numbers and their interactions with other features of the operating environment. The
analyst studying an indirect-format operating section must fight the temptation to assume that all account changes
which improve (lower) cash from operations are desirable (undesirable). As was true for Fedders in 1990,
decreases in receivables and inventories can result from adverse business conditions. As long as indirect-format
operating sections are prepared, the analyst’s challenge is to distinguish between those cases where reduced
current account balances signify better asset management and those that reflect business problems or even an overt
effort at self-liquidation. As Julie implies, the direct format does not introduce the apparent contradictions that
troubled Melissa because collections from customers and payments to suppliers (and employees) are reported
directly rather than derived indirectly.
Question 4

Many factors in addition to Fedders’ zero cash balance need to be evaluated when examining the firm’s liquidity
situation. Nevertheless, the lack of cash at December 31 of 1989 and 1990 often takes the forefront in the class
discussion of this question.
Zero Cash
When assessing the possible seriousness of the zero-cash situation, relevant factors include (a) type of business,
(b) date of fiscal-year end, and (c) availability/existence of short-term lines of credit. Zero cash at December 31
could be quite serious for businesses whose busy seasons end on/near that date (e.g., department stores or
jewelers). Fedders, on the other hand, acknowledges in its annual reports that its cash balance peaks in August.
Therefore, its zero balances at December 31 probably serve less as a red flag and more as a reminder that a
balance sheet provides only a snapshot of the firm’s financial position at a given point in time.31 This helps
explain how this "zero-cash" firm had cash available during the period for the purchase of treasury stock and
other discretionary expenditures. With the shift in fiscal year end to August 31, it seemed likely that Fedders
would be reporting cash among its current assets on future balance sheets.32
As noted in the case, Fedders could borrow a total of $65 million under its four unsecured short-term credit
lines. At December 31, 1990, short-term borrowing had used up less than half of these credit lines ($31.8 million
per Exhibit 4). The unused reserve credit of $33.2 million would enable Fedders to continue to discharge its
payment responsibilities to suppliers, employees, etc. even in times of "no cash." However, Fedders’ long-term

31

The firm’s quarterly reports during the 1988-1990 period almost always disclosed positive cash balances at
March 31, June 30, and September 30.

32

Fedders’ fiscal year had previously ended on August 31 (for 1974 and earlier years) and on October 31 (from
1975 to 1978).
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credit line could not provide additional funds to aid its cash situation, since (the 1990 annual report discloses that)
it was fully utilized at December 31, 1990, accounting for $45 million of the $88.4 million of long-term debt
outstanding at December 31, 1990.33
Conversion Cycle

The constant conversion cycle is actually suggestive of diminished liquidity during 1990, because the decline in
receivable days is at best a neutral factor while the increase in inventory days is a negative. The decrease in
receivable days from 74 to 31 would only be evidence of greater liquidity if accompanied by steady or increasing
sales, rather than the declining sales that Fedders experienced during 1990. On the other hand, the increase in
inventory days suggests a deterioration in liquidity and is more worrisome because it occurred despite a
five-month production shutdown.
Changes in Current and Quick Ratios

Many analysts share Melissa’s belief that "the quick ratio is superior to the current ratio in measuring changes
in a firm’s liquidity." However, the changes in both liquidity ratios during 1990 are not necessarily indicative
of long-term trends in liquidity. The following points could be explored with students:
1. When Fedders’ current assets and current liabilities both decreased by approximately $50 million during 1990
(leaving working capital almost unchanged), mathematics dictated that its current ratio would rise (as long
as it was previously above 1.00). Although there is no evidence that Fedders deliberately drew down both
totals by a similar amount to achieve an improved year-end current ratio, other firms do occasionally practice
such "window dressing."
2. Fedders’ quick assets (almost exclusively receivables) also declined by approximately $50 million.
Mathematics here would dictate that the quick ratio would fall, since a number below 1.00 had its numerator
and denominator reduced by similar amounts.

3. The sizable decreases during 1990 in accounts receivable (73 percent) and accounts payable (85 percent)
resulted from the sharp decline in sales and the five-month production shutdown, respectively. Accordingly,
they’re not indicative of Fedders’ future current-account balances.
4. In Fedders’ case, a sharp rise in the current ratio accompanied by a steep decline in the quick ratio is not
suggestive of a substantial inventory buildup. Inventories actually declined by $5 million, but they rose from
52 percent of total cunent assets (at end of 1989) to 70 percent (at end of 1990) because the sharp decline
in receivables was not accompanied by the retention of cash.

INDUSTRY DIFFERENCES
Differences in business operations result in varied liquidity ratio-level expectations (and actual results) for an air
conditioner manufacturer, an advertising agency, and a restaurant chain. Compared to most manufacturers, the
restaurant chain would have lower investments in receivables and inventories. The advertising agency would
report no merchandise inventory, so its quick ratio would differ very little from its current ratio. The stability
of cash inflows also varies, with a restaurant chain and many other service organizations in a much better position
than an air conditioning manufacturer to forecast today’s, tomorrow’s, or next month’s likely cash inflows. As

33 The long-term revolving credit agreement contained restrictions on the use of proceeds, disposal of assets,
and financial-ratio levels.
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a consequence, many restaurant chains (hotels and electric utilities) can and do operate successfully with low
(and often negative) working capital levels.
Robert Morris Associates’ data supports the relationships hypothesized above. For 1990, the medians of key
liquidity measures were:34

Fedders
(Exhibit 7)

Manufacturers
of Air Conditioning
and Related Equipment

Advertising
Agencies

Restaurants

2.05
0.37
145
31

1.90
0.90
87
56

1.10
1.00
0
53

0.60
0.30
12
3

Current ratio
Quick ratio
Inventory days
Receivable days

Fedders’ receivable days appears exceptionally good (31 days), but only because of the sharp decline in sales.
Even with the production shutdown, the firm’s inventory days total (145 days) is considerably less favorable than
the industry average. As noted earlier, the movements in Fedders’ current and quick ratios were the inevitable
mathematical result of almost identical reductions in current assets and current liabilities and, therefore, the
changes are not necessarily suggestive of long-term liquidity trends.

Question 5

One’s evaluation of the amounts and timing of Fedders’ dividend increases depends on whether the dividends are
compared to income trends or to cash-flow trends. Other issues include the family’s almost complete ownership
of the Class B shares and the role of dividend policy in signalling management’s viewpoint of the firm’s future.
Dividends and Income
Some students will share Melissa’s frustration with the 20 percent increase in the per-share dividends during the
unprofitable year of 1990, especially since dividends had already been raised substantially in 1989. Continued
net losses and even steady dividends could quickly result in negative retained earnings — a situation Fedders had
already experienced from 1979 through 1986.35 To some, the 1989 dividend increases of 33 percent seem more
defensible, because income before the extraordinary gain rose by almost 49 percent in that year ($22,138,000
in 1989 vs. $14,884,000 in 1988).

34 Annual Statement Studies, Robert Morris Associates, 1991, pp. 179, 547, and 587; quoted with permission.
Samples comprised 21 air conditioning/heating/refrigeration manufacturers, 25 advertising agencies, and 91
restaurant chains — all with sales of at least $25 million. RMA cautions that the Statement Studies data be
regarded only as a general guideline and not as an absolute industry norm.
35

Some students (when informed of this fact by the instructor) view it as another reason to be pessimistic
concerning Fedders, but there are those who point to the firm’s resiliency in being able to return to a positive
retained earnings balance.
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Dividends and Cash Flows
As noted in the discussion of Question 1, Fedders’ operating cash flows followed an opposite pattern from its net
income during the 1989-1990 period. Given that dividends require cash, some class members will argue that
1990’s dividend increases were more defendable than 1989’s, because the latter had to have been (for all practical
purposes) financed through increased debt in light of the negative cash from operations that year.

Stock Ownership
Although Fedders’ common stock was not closely held (family members owned less than one percent of these
shares), it certainly was not widely held as there were only 7,127 shareholders. Some would maintain that an
erratic dividend policy has greater consequence for firms whose stock is not known to a broad public. When
fewer individuals/groups are stakeholders in the firm, there are fewer people/organizations who can be expected
to cast a positive spin on worrisome company actions in order to save face. To some class members, all
substantial dividend increases on the Class B stock are suspect, in light of the fact that the Chairman of the Board
and his two sons — who owned 97.5 percent of those shares — held prominent positions on the (dividend
declaring) Board of Directors.
The dividends discussion sometimes leads into a general examination of how and why the Class B shares came
into existence. Fedders received no cash from its issuance of 3.3 million Class B shares in 1985; holders of 3.3
million common shares merely exchanged their stock for the Class B shares on a one-for-one basis. Since only
2.2 million shares were outstanding at the end of 1990, exactly one-third of the Class B shares had been
converted back into common stock. Because the Class B shares have superior voting power, Fedders’ common
stock was subject to delisting until the New York Stock Exchange and the SEC voted (in 1986 and 1988, respec
tively) to rescind the policy that prohibited listing when several classes of common stock had unequal
voting power.

Signalling Theory

If desired, the instructor can use this question to briefly introduce signalling theory. By increasing dividends even
in light of its income and cash-flow setbacks, Fedders’ management could be trying to signal its belief that its
negative cash flows and net losses are temporary phenomena not indicative of the likely future performance of
the firm.

Question 6
The cash-flow spreadsheet generated by Survivor Bank uses the direct format. The detail provided by the direct
method’s focus on collections and payments forms the basis on which banks generally evaluate existing and
prospective business loans. Indeed, of all the interested parties that responded to the exposure draft of what was
to become the Financial Accounting Standards Board’s (FASB) cash-flow standard (SFAS 95), commercial lenders
were the most vocal and unified in urging required use of the direct method.36
On the direct-method cash-flow spreadsheet which Survivor Bank generated to aid in its loan analysis, cash
from trading (CFT) is the first major summary figure within the operating section.37 CFT is important to a
banker because, as Professor McClure explained, its generation is (in one sense) a firm’s raison d’etre. Also,
compared to cash from operations, CFT is more indicative of those cash flows likely to recur and less subject
to possible manipulation. A firm could influence the trend of its cash from operations by adjusting cash payments

36

SFAS No. 95, Statement ofCash Flows, FASB, November 1987, par. 111.

37

Cash from trading is also referred to as gross cash profit and gross cash margin in the banking community.
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(e.g., postponing a major advertising campaign or changing employee benefit plans); such actions would improve
cash from operations, but would not influence the CFT number. In Fedders’ case, increased interest expense
(from financing the acquisitions) and higher marketing expenses (in response to unfavorable weather) help explain
why the noteworthy cash-from-operations improvement during 1990 was still considerably less than the CFT
improvement.
CFT does not appear on direct-format statements prepared by firms, probably because (a) the concept of CFT
is not mentioned in SFAS 95 and (b) while collections from customers (cash from sales) is separately disclosed,
the next line item is usually payments to suppliers and employees. The non-manufacturing employee payments
would need to be factored out before firms’ data could be used to derive CFT.
Of course, the CFT computation is not immunized against the apparent contradictions that concerned Melissa
(see discussion of Question 3). In fact, Julie’s observation that CFT rose 188 percent from 1989 to 1990 while
gross margin fell 41 percent "mirrors" the simultaneous rise in cash from operations and decline in net income
for Fedders in 1990 (see discussion of Question 1). In each case, sharply reduced receivables improved the
cash-based measures without aiding the components of earnings. It also should be noted that for CFT to be a
pure cash measure, the cost-of-goods-sold component of cash production costs must exclude depreciation expense.
Although the great majority of banks find it necessary to recast the operations section of present/prospective
borrowers’ cash-flow statements, it does not follow that existing cash-flow disclosures are inadequate for all
financial statement users. Many equity analysts favor the indirect approach, reasoning that an understanding of
the past relationship (reconciliation factors) between cash flows and income can prove invaluable when they
attempt to predict future cash flows from future income estimates. A majority of the corporations who responded
to the FASB favored continuing the choice between the direct and indirect methods, citing the implementation
costs of a direct-method requirement and their belief that the indirect method furnishes more meaningful
information.38
Question 7
When the information on industry shipments, Fedders’ market share, and the firm’s sales revenue are considered
together, a clear picture emerges of Fedders’ inability to raise product prices. As shown below, the $238 Fedders
received on average for one of its room air conditioners in 1987 had only grown to $245 by 1990.39

Fedders

Year

1987
1988
1989
1990

Industry
Shipments
3.6
4.6
5.1
4.1

mil.
mil.
mil.
mil.

Market
Share

Units
Sold

15%
20%
30%
24%

540,000
920,000
1,530,000
984,000

Average Price
Total
per Unit
Sales Revenue

$128,659,000
221,142,000
367,637,000
241,383,000

$238
240
240
245

38

SFAS No. 95, par. 113.

39

Fedders’ re-entry into the dehumidifier market with its acquisition of EQK did not distort these trends, for
EQK was not purchased until early 1991.
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This conclusion assumes that Fedders’ product mix did not shift toward the low end of its product line. In light
of consumers’ increasing preference for quieter, more energy efficient units, such an assumption is realistic. In
fact, to the extent that Fedders sold an increasing proportion of higher-end units during this period, its average
selling price for comparable units may well have declined.
Question 8

It’s easier to predict that the three factors will continue to affect Fedders than it is to know precisely how they
will play out. Some possible scenarios follow.
Product Distribution Network
As direct sales to discount chains, warehouse clubs, and retailer buying groups continue to replace shipments to
wholesale distributors, sales of air conditioner manufacturers will be skewed closer to the peak selling season.
With a smaller network of wholesale distributors willing to accept shipments throughout the year (induced by
extended credit terms), Fedders will experience a more uneven flow of production. On the plus side, the firm
can expect to carry fewer receivables and have its current year’s sales less affected by inventory left in the
distribution network as a result of unfavorable weather during the prior year.

Just-in-Time Purchasing
With mass retailers now even more committed to Just-in-Time purchasing (JIT), inventories might be expected
to increase for Fedders. However, Fedders’ ability to adopt JIT in its own purchasing and its efforts at instituting
quick-response manufacturing could limit the growth of its inventories.

Acquisition of EQK
As mentioned in the discussion of Question 2, Fedders’ acquisitions have (at least in the short term) taken a major
toll on the firm’s financial statements. Major increases in debt have weakened the firm’s balance sheet. Much
increased expenses for depreciation, interest, and amortization (of intangibles acquired) have made it more
difficult for the firm to report a profit and (in the case of interest) generate operating cash flows.
By its acquisition of Emerson Quiet Kool, Fedders gained instant access to those retailers and consumers who
viewed the EQK product as being superior to that of Fedders’, without sacrificing those who were fiercely loyal
to the Fedders name. As the industry continues to consolidate and faces increased international competition,
Fedders’ merger with the highly-regarded EQK may prove to be very wise, but it could be the mid-1990’s before
enough evidence is available to test this notion.

Questions 9 and 10
These questions are intended to test if class members are willing to "put their money where their mouths are."
For example, will the student who has praised Fedders’ acquisitions policy, defended its dividend policy, and
placed a positive "spin" on its liquidity situation (a) be willing to lend money to the firm after putting on a
banker’s hat and (b) be willing to purchase shares of stock? Class members who have been especially vocal in
the class discussion of the other questions should be prominently included in the discussion here and challenged
to defend any apparent inconsistencies in their answers. Through this exercise, they and other members of the
class will learn how they have (often implicitly rather than explicitly) prioritized and perhaps even weighted the
various aspects of Fedders’ operating performance and business strategy. Class members who have been silent
up to this point have been known to enter the discussion here and more than compensate for their past silence.
Questions 9 and 10 are best discussed together, because all groups who interact with the firm will benefit
from healthy liquidity, strong profitability, and sound business strategy. Even when these factors are weighted
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differently by bankers vs. stockholders, each group must still ask itself how the firm is likely to be viewed based
on the other group’s criteria, for neither bankers nor stockholders wish to go it alone and be the only source of
current and future capital for the firm.
Banker’s Perspective
A banker would not be especially excited about the prospect of making a $15 million, 10-year loan to Fedders.
Mature firms are expected to generate cash from operations and be profitable in order to convince a bank to lend
new money, and Fedders had not been able to satisfy both of these criteria in either 1989 and 1990. In addition,
the firm is top-heavy with debt and, as noted above, it had borrowed (at December 31, 1990) the $45 million
limit under its long-term revolving credit line. Robert Morris Associates’ median of total liabilities to tangible
net worth (stockholders’ equity - intangible assets) for the 21 air conditioning (or similar) manufacturers referred
to earlier was 1.7 at the end of 1990,40 compared to the 5.84 calculated by the bank for Fedders (Exhibit 7).41
Such high leverage can be even more disconcerting for a firm likely to continue experiencing roller-coaster
movements in profits and cash flows. Other concerns of bankers could include the following:
1. Are existing lenders willing to extend their present revolving lines of credit?

2. Has/will the room air conditioner market become saturated in the United States? Can Fedders increase its
international presence?
3. Has/might Fedders become overly dependent on its major customers? Are they satisfied with Fedders as their
source of supply?

4. Can Fedders raise equity capital if necessary to meet its bank obligations should its future cash-from-opera
tions projections fail to materialize?
5. How realistic are the estimates/expectations of when/if the acquisition of EQK will favorably affect Fedders’
financial position and operating results?

6. What results were experienced in Quarter 1 of 1991 and to what extent do they confirm or raise questions
about Fedders’ predictions for the entire year?
Stockholder’s Perspective

Many of the issues of concern to potential lenders would also enter into a stockholder’s decision-making process.
Fedders’ weather dependence, the pros and cons of its acquisitions policy, and the high debt levels relative to
stockholders’ equity are among the issues calling for careful study.
The stock price trends charted in Exhibit 2 portray a firm whose performance (unfavorably) parted company
with the broad market indices during the summer of 1990. By April 30, 1991, Fedders’ common stock had
decreased 32 percent from its December 30, 1988 market price. In contrast, both the Dow Jones Industrial
Average and the Standard and Poor’s 500 had increased approximately 35 percent during that same time period.
The downward price movement for Fedders’ stock probably reflected more than the cyclical nature of the room
air conditioning business. Other possible factors affecting investors were: (1) the firm’s debt levels, (2) its

40 Annual Statement Studies, RMA, 1991, p. 179; quoted with permission.
41

Total liabilities of $153.8 million/tangible net worth of $26.3 million ($61.5 million stockholders’ equity - $35.2
million intangible assets).
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inability to raise prices, (3) the increasing possibility of further reductions in retained earnings (leading to
dividend curtailments?), and (4) the wisdom of the firm putting more and more of its eggs into the same
weather-dependent basket.
Fedders’ inability to raise unit selling prices suggests that it will need to rely upon volume increases and cost
reductions in its efforts to return to profitability. Unfortunately, unit volume will continue to fluctuate
considerably from year to year for all air conditioner manufacturers and all firms face limits on the degree to
which they can control costs. Fedders’ stock was still attractive to those investors who were (a) able to diversify
their portfolios, (b) convinced that the shares were undervalued at their then-current $8.63 price, and (c) willing
to accept the stock-price instability likely to result from erratic patterns of cash flows and income.
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EXTENSIONS
Depending on the course in which this case is used, some or all of the following extensions could be pursued
through student analysis of the annual reports and SEC Form 10-Ks of Fedders (and NYCOR). These items
could be discussed by the entire class or form the basis of individual or group oral or written presentations.
1. Accounting Methods — Which accounting methods has Fedders used for inventories, depreciation, leases, etc.,
and how have they affected its financial statement numbers, ratio levels, and earnings quality? What was the
motivation behind Fedders’ 1984 change in inventory method?
2. International Market—How large is the presence of Fedders and other U.S. manufacturers in Japan and other
foreign countries? To what extent do Fedders and its Japanese counterparts compete for sales in the U.S?
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3- An Amended Form 10-K — Why did Fedders amend its November 25, 1992 SEC Form 10-K on January 5,
1993? What event caused Ernst & Young to change the wording in its Auditor’s Report?

4. Fedders’ Relationship with NYCOR—How similar are the two firms’ officers and directors? Have different
"spins" been placed on the repeated purchases and sales of Rotorex in the annual reports and SEC Form
10-Ks of the two companies? Have the transactions been viewed as sufficiently independent to allow for the
recording of gains and losses and, if so, how have such amounts been objectively determined?
5. Legal Proceedings — Why did a group of Fedders’ stockholders sue that firm’s management in late 1990?
For what two reasons did some NYCOR stockholders sue their firm in 1992?
6. Pension Plans — Why do the Accumulated Benefit Obligation and the Projected Benefit Obligation equal each
other for Fedders’ defined benefit pension plans?

7. Warranties — Why did warranty timing differences reduce the credit balance of Deferred Income Taxes in
1988 and 1989 but increase the balance in 1990?
8. Foreign Currency Translation—What was the significance/cause of the increase in the Cumulative Translation
Adjustment on Fedders’ balance sheet during 1990?
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FEDDERS CORPORATION: 1991-1993 DEVELOPMENTS
(DOLLAR AMOUNTS IN THOUSANDS)

*
*
*
*
*
*
*
*
*

market share held stable
weather conditions varied (the 1992 summer was the third coolest on record)
net losses became regular occurrences
cash from operations fluctuated widely
ending cash balances became positive with the shift in fiscal-year end to August 31
Rotorex was divested once again in 1992 "to return to our core business"
retained earnings became negative during 1991
dividends were omitted starting in 1992
Fedders’ common stock had lost 37 percent of its April 30, 1991 value by August 31, 1993 — a period during
which the DJIA had increased by 26 percent

Market Share:

1988-1990 Information
Presented in Case
1988
1989
1990

Updated Information
for 1991-1993
1991
1992

20%
30%
24%

28%
27%

Weather Conditions:

1988
1989
1990

Fiscal Year End:

Unusually Hot
Seasonable
Unusually Cool

December 31

1991
1992
1993

Seasonable
Unusually Cool
Unusually Hot

August 31

Net Income (loss):
1988
1989
1990

$21,926
23,654
(15,566)

1991 $(11,178) (8 mos.)
(24,931)
FY1992
(1,775)
FY1993

1988
1989
1990

$12,047
(4,154)
18,756

$89,557 (8 mos.)
1991
15,255
FY1992
(5,109)
FY1993

Cash from Operations:
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1988-1990 Information
Presented in Case
12/31/89 -012/31/90 -0-

Updated Information
for 1991-1993

8/31/91
8/31/92
8/31/93

$2,908
8,738
8,553

Acquisitions and Divestitures:
GE Facility
Canadian firm
Rotorex
EQK

9/88
12/88
6/89
1/91

Acquired
Acquired
Acquired
Acquired

9/92 Divested

Retained Earnings:
12/31/88
12/31/89
12/31/90

$17,581
33,576
9,317

8/31/91
8/31/92
8/31/93

$ (8,422)
(33,353)
(35,128)

Dividends per Share:
Common / Class B
1988
$0.30 / $0.27
1989
0.40 / 0.36
1990
0.48 / 0.432

1991
$0.36/$0.324 (8 mos.)
FY1992
0/0
FY1993
0/0

Market Price per Share
of Common Stock:

12/30/88
8/31/89
8/31/90
4/30/91

$12.63
14.75
9.50
8.63

8/31/91
8/31/92
8/31/93

$7.25
3.88
5.38

8/31/91
8/31/92
8/31/93

57/140
31 / 150
43 / 168

Stock Indices
(12/30/88 = 100):
Fedders / DJIA
100/ 100
12/30/88
117 / 126
8/31/89
8/31/90
75 / 121
68 / 133
4/30/91
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FAST-TECH: THE ACCOUNTING CHALLENGES
OF INNOVATIVE FINANCIAL INSTRUMENTS

Paul Kimmel, Assistant Professor
University of Wisconsin-Milwaukee
Terry Warfield, Assistant Professor
University of Wisconsin-Madison
G. Michael Crooch, Parmer
Arthur Andersen, Chicago, Illinois

Fast-Tech is a privately held company that designs, manufactures, and services computer components and
computer software. Its sales and assembly are in the United States, however, it does purchase some components
from foreign firms. In the five years prior to 1992 Fast-Tech experienced sales growth of 25 percent per year.
1992 sales, while showing an increase in units sold, were slightly lower in dollars than 1991. In the last two
years the market for computer components and software has become increasingly competitive. Profit margins
are thin and, because of the rapidly changing technology, obsolescence is rapid.
The firm was formed in 1962 as a small manufacturer of electronic components. In 1983 they expanded into
the computer software and hardware industry, which now comprises over 90 percent of their revenues. The
company’s rapid growth required considerable expansion of corporate facilities, (including asset purchases during
the current year) and significant financial capital. The president, and primary shareholder, Steve Jones, owns
approximately 65 percent of the firm. The stock of Fast-Tech is not publicly traded, but Mr. Jones has indicated
an interest in "going public" sometime in the next two year period. In the past, because he did not want to dilute
his control of the firm, much of the company’s capital was raised through the issuance of debt and preferred
stock. The economic substance and accounting treatment for some of these securities is unclear.
First, the equity section of the balance sheet includes redeemable preferred stock. These securities were
originally issued in 1990. One significant attribute of this security is that beginning in the year 2000, one-half
of the original balance must be redeemed by Fast-Tech in each year. The stock is convertible to common stock
at the option of the holder, or exchangeable to debt at the company’s option (the debt is convertible to stock).
In the past the company has reported the redeemable preferred stock as equity. Securities and Exchange
Commission (SEC) Accounting Series Release No. 268 (ASR 268) precludes classification of redeemable
preferred stock as equity but does not require classification as debt (most SEC firms report redeemable preferred
stock in an unclassified position between equity and debt in their balance sheets). These regulations, however,
do not apply to Fast-Tech because the company is not currently traded publicly.
In 1991, in order to finance needed expansion, the company issued 800,000 shares of common stock subject
to a put option to a group of venture capitalists. The venture capitalists purchased the stock with the expectation
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that the firm would be going public within a few years. The stock’s terms allow the holders to put the stock back
to the company, (that is, require the company to purchase the stock from the investors) at a price of $17 per share
at any time up to June 1, 1993. Fast-Tech has the option to, rather than repurchase the shares, satisfy any
deficiency below the $17 market level by issuing to the venture capitalists additional stock with total value equal
to the deficiency. In various transactions between 1991 and 1992 the company’s stock was valued in a range
between a low of $9 and a high of $14. The company currently has the puttable stock listed as equity on its
balance sheet.
During 1992 the company issued 500,000 shares of common stock to Steve Jones for $10 per share. Steve
financed this purchase with a personal loan from First Bank, the company’s business bank. Because Steve is
currently short of cash, and because this purchase represents ten times his annual income, the bank required that
the loan payments be guaranteed by Fast-Tech. (Steve must return any shares that he defaults on to Fast-Tech).
The loan is to be repaid in ten semi-annual payments of $500,000 beginning March 1, 1993. On March 1, 1993
(prior to issuance of the financial statements by Fast-Tech) Steve defaulted on the first payment, so the payment
was made by the company. Steve returned one tenth of the shares to Fast-Tech, but he insists that he will be able
to make the other nine payments.
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CONSOLIDATED BALANCE SHEET
FAST-TECH, INC., AND SUBSIDIARIES
(Dollars in thousands,
except per share amounts)

ASSETS
Current assets:
Cash
Marketable securities at cost, which approximates market
Accounts and notes receivable, less allowances
for doubtful accounts of $56 and $54, respectively
Inventories
Prepaid expenses
Total current assets

Property and equipment, at cost less accumulated depreciation
and amortization of $2,703 and $1,903 respectively
Excess of purchase price over net assets of
businesses acquired and other intangibles
Other assets
Total Assets

LIABILITIES AND STOCKHOLDERS’ EQUITY
Current liabilities:
Current portion of long-term debt
Accounts payable
Other accrued liabilities
Total current liabilities
Long-term debt, net of current portion

1992

December 31,
1991

$920
—

$1,931
92

951
3,866
226
5,963

1,272
1,111
450
4,856

8,970

6,308

21,709
835

20,192
344

$37,477

$31,700

$1,500
2157
1850
5,507

$1000
1564
1194
3,758

4,957

5,453

Commitments and contingencies (Note 11)

Stockholder’s equity:
Redeemable preferred stock, $1 par value, issued and outstanding
50,000 shares (aggregate preference value of $2,500)
Common stock, $1.00 par value,
authorized 6,000,000 shares, 2,529,000 and
2,063,000 issued, respectively (50,000 shares in treasury)
Capital in excess of par value of common stock
Retained earnings

2,391

2,351

2,529
13,404
8,689

2,063
9,291
8,784

Total stockholders’ equity

27,013

22,489

$37,477

$31,700

Total liabilities and stockholders’ equity
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CONSOLIDATED STATEMENT OF INCOME
FAST-TECH, INC., AND SUBSIDIARIES
(Dollars in thousands, except
per share amounts)

Revenues:
Services provided
Equipment and supply sales

1992

Year ended December 31,
1991

1990

$2,204
18,687
20,891

$2,500
19,254
21,754

$1,991
15.403
17,394

1,592
11,582
7,354
20,528

1,397
9,275
5,159
15,831

1,008
7,489
4,127
12.624

363

5,923

4,770

Interest expense

(509)

(522)

(455)

Income from continuing
operations before provision
for income taxes

(146)

5,401

4,315

51

(1,890)

(1,513)

$(95)

$3,511

$2.802

Operating costs and expenses:
Costs of services provided
Costs of equipment sold
Selling, general and adm. expenses

Income from continuing
operations before financing
costs, unusual items,
and income taxes

Provision for income taxes

Net income
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SELECTED NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
FAST-TECH, INC., AND SUBSIDIARIES
SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

Consolidation. The consolidated financial statements include the accounts of Fast-Tech, Inc. ("Fast-Tech") and
its majority-owned subsidiaries. Intercompany transactions have been eliminated.
Segment Reporting. Fast-Tech operates in single business segment — providing equipment and services for
information management, including storage, processing and retrieval.

Revenue Recognition. Sales of products and services are recorded based on shipment of products or performance
of services. Revenue from maintenance contracts is deferred and recognized in earnings on a pro rata basis over
the period of the agreement.
Inventories. Inventories are stated at the lower of cost or market, cost being determined by methods
approximating the first-in, first-out basis.

Property and Equipment. Property and equipment are carried at cost. Depreciation of property and equipment
is generally provided under the straight-line method for financial reporting purposes with expected useful lives
which range from three to 12 years for office furniture, 40 years for buildings, four to five years for field support
spare parts, and two to 12 years for all other equipment (five to 10 years for major items).
Tooling costs are amortized over one-half of the total estimated units of production or the first three years’
estimated units of production, whichever period is shorter. Leasehold improvements are generally amortized over
the terms of the respective leases.
Research and Development. The costs associated with research and development programs are expensed as
incurred and amounted to $353,900 in 1992 and $285,000 for 1991.

Intangibles. Excess of purchase price over net assets of business acquired is amortized primarily on the
straight-line method over 40 years.
LONG-TERM DEBT
Long-term debt is comprised of the following:
December 31,

(In thousands)
Term loan payable to banks
at a rate of 9.75% at
December 31, 1992 (a)

12¼% Senior Subordinated
Notes due March 15, 2000
(net of unamortized) (b)

Less current portion
Total Long Term Debt

1992

1991

3,000

3,000

3,457

3,453

1,500

1,000

$4,957

$5,453
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(a)

Coincident with the acquisition of DG, Inc., Fast-Tech entered into a Term Loan Agreement (the
"Agreement") dated as of March 20, 1989. The Agreement provides for a Term Loan of $3,000,000 due
September 15, 1994. The Bank Loan carries interest at 1 percent over Citibank, N.A.'s announced base
rate. The Term Loan requires semi-annual prepayments of $500,000 beginning March 1, 1992. Other
mandatory prepayments of outstanding Bank Loan amounts must be made in the event of asset sales in
excess of certain defined minimums and in amounts equal to 50 percent of annual excess cash flow, as
defined. The Agreement gives the Banks a security interest in all of the assets of Fast-Tech, contains
various limitations on advances and investments, prohibits, without prior bank approval, mergers and
acquisition, payment of dividends on Fast-Tech Common Stock, and voluntary payment in cash of any
principal of Fast-Tech’s subordinated debt, and contains certain other restrictive covenants related to net
worth (must maintain a minimum balance in retained earnings of $8,000,000) current ratio (must maintain
a minimum level of 1.0), and debt to equity ratio (must not exceed a level of .5).

(b)

Also on March 20, 1989, Fast-Tech issued in a private placement $4,000,000 of 12¼ percent Senior
Subordinated Notes due March 15, 2000, at a price of 98.7546 percent of the principal amount. The Senior
Subordinated Notes require mandatory sinking fund payments commencing March 15, 1993, to redeem
annually $500,000 in principal at 100 percent unless sinking fund requirements have already been met by
Fast-Tech. Mandatory prepayments are also required in the event that net proceeds from sales of assets,
as defined, not required for mandatory prepayments of outstanding Bank Loans, exceed the payment of
dividends on Fast-Tech Common Stock, incurrence of additional debt, and mergers and acquisitions, and
prohibit voluntary payment in cash of any principal of Fast-Tech’s other subordinated debt outstanding.
The Senior Subordinated Notes also contain other covenants related to net worth (must maintain a minimum
balance in retained earnings of $8,000,000) current ratio (must maintain a minimum level of 1.0), and debt
to equity ratio (must not exceed a level of .5).

At December 31, 1992, the aggregate maturities of long-term debt through fiscal year 1997 are: 1993,
$1,500,000; 1994, $1,500,000; 1995, $500,000; 1996, $500,000; and 1997, $500,000.

CAPITAL STOCK

Redeemable Preferred Stock

As part of an acquisition in 1990, Fast-Tech issued in a private placement 50,000 shares of 8.25 percent
Cumulative Convertible Redeemable Exchangeable Preferred Shares (the "Preferred Shares"). Each Preferred
Share has a preference value of $50 and is convertible into Fast-Tech Common Stock at an initial conversion price
of $10.50.
The Preferred Shares may be redeemed by Fast-Tech beginning March 15, 1995 at prices declining from
105.775 to 100 percent of preference value, or earlier if the price of Fast-Tech Common Stock remains at 160
percent of the conversion price for 20 to 30 consecutive trading days. On March 15, 2000 and 2001, Fast-Tech
must redeem at the preference value, 25,000 shares each year unless a sufficient number of shares has already
been redeemed or converted, and at March 1, 2002, all remaining outstanding shares must be redeemed.
At any dividend payment date on or after March 15, 1995, Fast-Tech may exchange the Preferred Shares for
an equal face amount of 8.25 percent Senior Subordinated Notes due March 1, 2002 (the "Exchange
Debentures"). Except for certain shareholder rights, the Exchange Debentures will carry terms similar to the
Preferred Shares.
Common Stock
Included in the outstanding shares are 800,000 shares of common stock subject to a put option issued to Hobo
Venture Capital in 1991. The puttable common stock’s terms allow Hobo to put the stock back to the company
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at a price of $17 per share at any time up to June 1, 1993. The Fast-Tech can instead choose to satisfy any
deficiency below the $17 dollar market level by issuing additional stock with a total value equal to the deficiency.
COMMITMENTS AND CONTINGENCIES

The Company serves as guarantor on a personal loan of Steve Jones at First Bank. The loan was used by Jones
to purchase 500,000 shares of the Company. The loan is to be repaid in 10 equal semi-annual payments of
$500,000 beginning on March 1, 1993. On March 1 of 1993 Jones defaulted on the first payment. The
Company made the payment, and Jones returned 50,000 shares to the company. This transaction is reported as
a post-balance sheet event in the December 31, 1992 balance sheet as a purchase of 50,000 treasury shares. The
Company believes that Jones will have the ability to pay the remaining payments.
The Company also is involved in certain claims and lawsuits incidental to its business and believes that the
outcome of any of those matters will not have a material adverse effect on the company’s financial condition or
reported net income.
REQUIREMENTS

1.

For the statements as presented by Fast-Tech, calculate the following ratios for 1992 and 1991 (for those
which require average balances, assume year-end balances are representative for the entire year). Provide
a brief written evaluation of Fast-Tech’s financial position based on this analysis.

a.
b.
c.
d.
e.
f.

2.

Current Ratio
Acid test (or quick ratio)
Inventory Turnover Ratio
Return on Assets
Return on Equity
Debt/Equity Ratio

The footnotes to the financial statements relating to long term debt discuss certain debt covenants that
contain specific requirements for some of the ratios computed in no. 1, as well as a minimum requirement
for the balance in retained earnings.

a. What are these minimum requirements?
b. Evaluate whether these covenants have been violated by Fast-Tech based on the financial statement
numbers reported in 1992.
3.

Briefly discuss the primary characteristics of:

a.
b.

"debt" as defined by the FASB’s conceptual framework.
"equity" as defined by the FASB’s conceptual framework.

4.

What is the primary characteristic of redeemable preferred stock that makes it different from perpetual
preferred stock or common stock? How should Fast-Tech report its redeemable preferred stock? Provide
justification for your view. Briefly discuss the potential implications that going public would have for
Fast-Tech’s accounting for redeemable preferred stock.

5.

What are the characteristics of common stock subject to a put option that make its economic substance
different from ordinary common stock? How should Fast-Tech report its common stock subject to put
option? Provide justification for your view.
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6.

What is the economic substance of Fast-Tech’s guarantee of Steve Jones’ debt? How does Steve Jones’
post-balance sheet default on the first installment payment of the debt influence the accounting treatment
for the common stock? How should Fast-Tech report the stock issuance and guarantee? Provide
justification for your response.

7.

Based on your responses in nos. 4, 5 and 6, prepare revised statements for Fast-Tech. Using your revised
statements:

a. recalculate the ratios computed in no. 1 for 1992.
b. Evaluate whether the covenants discussed in no. 2 have been violated by Fast-Tech based on the
revised reports.
MORE ADVANCED REQUIREMENTS
8.

Assume that on June 1, 1993, the common stock is valued at $14, and the holders of the 800,000 common
shares subject to put decide to exercise their option to put the stock back to Fast-Tech. Fast-Tech can
satisfy the deficiency either by paying cash or issuing additional shares with a market value equal to the
amount of the deficiency. What are the effects of these alternative approaches on Fast-Tech’s reported
financial position? How might these effects impact Fast-Tech’s ability to meet its debt covenants?

9.

In what ways do the legal rights of redeemable preferred stock differ from that of debt? Should this
difference impact the accounting treatment it receives?

10.

The redeemable preferred stock issued by Fast-Tech is both convertible to common stock and exchangeable
for debt. Does this impact its economic substance, in particular does it affect your answer to no. 9? Should
this be considered in the reporting treatment it receives?

11.

Why would a company issue puttable common stock, or redeemable preferred stock instead of traditional
common stock or perpetual preferred stock?
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Fast-Tech: The Accounting Challenges
Of Innovative Financial Instruments
TEACHING NOTES

Paul Kimmel, Assistant Professor
University of Wisconsin-Milwaukee

Terry Warfield, Assistant Professor
University of Wisconsin-Madison

G. Michael Crooch, Partner
Arthur Andersen, Chicago, Illinois

MOTIVATION

The purpose of the case is to provide a vehicle to facilitate an integrative discussion of the accounting for
financial instruments in intermediate financial accounting at either the undergraduate or graduate level. This topic
is important because, while many texts provide problems that require the student to apply rules to "standard"
financial instruments, few opportunities exist for the student to apply their conceptual understanding to "non
standard" financial instruments. Given the exponential growth in innovative financial instruments (see for
example Woods and Bullen [1989]; Beaver [1992]) the importance of developing a conceptual understanding of
the accounting for financial instruments cannot be overstated. Analysis of the three securities presented in the
case requires that students have a sound understanding of the conceptual framework definitions of debt and equity.
However, one purpose of the case is to demonstrate that these definitions have limitations when applied in
practice.
In addition to its primary emphasis on financial instruments, the case is integrative in that it addresses a
number of other issues discussed in intermediate accounting such as the ramifications of inventory obsolescence,
post-balance sheet events, and the jurisdiction of various standard setters such as the SEC and FASB (e.g., should
SEC regulations be imposed upon a non-SEC firm.)
This case can be covered in a one hour and fifteen minute time frame, with advance preparation by the
students. The case can be presented from the perspective of a financial statement user (e.g., a lendor).
Alternatively, the case can be used to illustrate the tension that can develop between the auditor and client when
differences in accounting treatment have significant consequences for the client. Although intermediate accounting
students typically have not studied auditing topics, the conflict-filled auditing environment can provide a useful
setting for examining the potential limitations of accounting standards. Finally, the case can be used, especially
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in masters level classes, to illustrate that alternative securities are issued to take advantage of favorable tax or
regulatory treatment, or to meet particular investor/issuer needs (See Marshall and Bansal [1992]).

DESCRIPTION, SOLUTION AND DISCUSSION
Executive Summary

The case involves a company that has issued a number of different types of securities to finance its expansion.
Of primary interest in the case are an issuance of redeemable preferred stock that is convertible to common stock
and exchangeable to debt, common stock issued to the president that was financed through a personal loan
guaranteed by the firm, and common stock subject to a put option. While each of these transactions fall under
the general topic of debt versus equity classification, each also presents accounting issues unique to that particular
security. This case can be used to highlight the difficulties accounting standard setters face in attempting to draft
rules that yield accounting reports that capture the economic substance of these securities.
The case provides comparative unaudited financial statements, with the most recent year shown in the
statements being the year under audit. The statements reflect increasing inventories, (reflecting possible
obsolescence), flat sales, and tighter profit margins. In addition, the liquidity position is deteriorating, thus
making it difficult to meet the obligations represented in the securities.
Students are first asked to perform basic analysis of Fast-Tech’s financial statements. They are then asked
to review the FASB’s conceptual framework definitions of debt and equity, and apply these definitions to the
securities discussed in the case. In light of these responses, they are asked to recast the financial statements, and
consider the impact that reclassification of securities can have on a firm’s reported financial position, including
ability to meet restrictive debt covenants. Additional questions are provided for instructors interested in a more
in-depth investigation of these issues.

Solution and Discussion

Ratio
Current Ratio
Acid Test Ratio (Quick Ratio)
Inventory Turnover Ratio
Return on Assets
Return on Equity
Debt/Equity Ratio

1992

1991

1.08
.34
3.0
-.25%
-.35%
.387

1.29
.88
8.35
11.1%
15.6%
.409

A general assessment of Fast-Tech’s financial position reveals declining operating results and current
position as reflected in a comparison of the current ratio versus acid test ratio. The steep decline in the acid
test ratio as compared to the relatively small decline in the current ratio can be explained by the high ending
inventory resulting from the low inventory turnover in 1992. This low inventory turnover causes concern
over possible inventory obsolescence.

2.

a. The debt agreements contain covenants related to net worth (must maintain a minimum balance in
retained earnings of $8,000,000) current ratio (must maintain a minimum level of 1.0), and debt to
equity ratio (must not exceed a level of .5).

b. Based upon Fast-Tech’s statements as originally presented, the company is not in violation of any of
these covenants.
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a. Liabilities are defined as "probable future sacrifices of economic benefits arising from present
obligations of a particular entity to transfer assets or provide services to other entities in the future as
a result of past transactions or events" (FASB 1985, para. 36).

3.

b. Equity is defined as the residual after deducting liabilities from assets. An important characteristic of
equity is that it may be increased through investment of assets by owners who may also from time to
time receive distributions of assets (dividends). Owners benefit if the enterprise is profitable, but bear
the risk if it is unprofitable (FASB 1985, para. 51)
4.

Redeemable preferred stock (RPFD) is distinguished from perpetual preferred stock by virtue of required
redemption payments to retire the principal investment and any accumulated dividends. As a result of these
scheduled redemption payments, some have argued that RPFD is similar to debt and should receive similar
reporting and accounting treatment (Nair et al. 1990). However, the hybrid nature of RPFD makes it
difficult to clearly classify these securities as either debt or equity (Kimmel and Warfield 1993). SEC ASR
268 requires that RPFD not be included under the equity heading, however, it does not require debt
classification. This case highlights how accounting by SEC versus non-SEC firms might differ. Most SEC
firms list RPFD in an ambiguous area between debt and equity (Nair et al. 1990). Non-SEC companies
can choose to ignore ASR 268, although many audit firms encourage compliance with SEC regulations even
for their non-SEC clients.

5.

Common stock subject to a put option is different from ordinary common stock because the put option acts
as a guarantee to the holder that they will receive at least a certain minimum return. This guarantee reduces
the degree to which these security holders can be considered residual claimants.The principle authoritative
guidance on the reporting for puttable stock is the SEC’s ASR 268 (the same rule as that for redeemable
preferred stock) and the Emerging Issues Task Force Issue No. 87-31. In addition to these rules, however,
in subsequent evaluations of puttable common stock the SEC has differentiated between those that must be
repurchased with cash and those where additional common stock may be issued to meet the obligation (Chen
and Kensinger 1988). The SEC has determined that as long as a company can satisfy any deficiency
between the exercise price and market price by issuing additional common stock (instead of cash) the
company can report the puttable stock as equity. However, if the deficiency must be met by issuing cash
or a non-equity security, then the redemption value of the common stock must be shown as temporary
equity (mezzanine treatment like that used for redeemable preferred stock) (EITF 87-31). The justification
for this treatment is that the issuance of additional stock by the company does not represent a sacrifice of
assets by the firm (unlike the payment of cash), thus the obligation is not a liability (recall the definition
of liabilities).
The puttable stock issued by Fast-Tech contains a provision that any deficiency in value owed to the
purchaser can be repaid by issuing additional stock of sufficient value, instead of buying the stock back for
cash. Thus it appears to meet the SEC requirements so as to allow equity treatment. The instructor may
want to note that this treatment could be problematic, especially if the company experiences a significant
decline in value. Such a decline will result in a large shift in wealth from the original holders of common
stock, to the purchasers of the puttable stock. An interesting issue here, discussed in a 1990 Discussion
Memorandum is whether an issuer’s "intent," (such as the intent to satisfy the put by issuing additional
stock) and changes in that intent should be considered as relevant factors to classification?

6.

The importance of form versus substance ("representationally faithful" in the terms of the FASB Conceptual
Framework) should be emphasized, as well as the definition of a liability. In appearance, the company has
issued stock and received cash. Of concern, however, is the possibility that Fast-Tech will be called upon
to fulfil its guarantee of Steve Jones’ debt. SFAS No. 5 requires that if payment is probable, and if the
amount can be reasonably estimated, a liability should be recorded. This may require evaluation of Steve’s
personal wealth to determine the likelihood of repayment. The case notes that after year-end, but before
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issuance of the financial statements, Steve defaults on the first installment of the debt and the company
makes the payment. It is not clear how to report this post-balance sheet event. The company has simply
recorded this as a treasury stock transaction. However, despite the fact that Steve insists he will be able
to make the next nine payments, it may be more appropriate to reclassify some or all of the guarantee as
a debt. Some accountants might say that under no circumstances should any part of this transaction be
accounted for as equity. Since Steve Jones is the primary shareholder of a closely held firm, the relation
between he and the firm is so close that once the firm guarantees his personal debt for the purchase of stock
it is not clear that equity has actually been created.
7.

a. The following exhibit provides a potential solution for reclassification of these securities. In this
illustration, only the redeemable preferred is reclassified. The balance sheet has been recast and ratios
recomputed. We recommend that students be encouraged to prepare their solutions on computer
spreadsheets so that different solutions can be easily evaluated in terms of their impact on the statements
and ratios.
b. More generally, if any of the items are classified as debt, the debt/equity covenant is violated. Note
that redeemable preferred stock may be placed between debt and equity on the balance sheet (rather than
being a component of either), however, in order to calculate a debt/equity ratio, it must be treated as
either debt or equity. Note that the lender’s definition of the debt equity ratio provided in the case does
not specify whether redeemable preferred stock should be included in the ratio as debt or equity. This
is a good discussion point because it can be used to emphasize that many times contracting parties will
have to devise their own interpretations of GAAP for contracting purposes, or include a definition of
their interpretation of GAAP in the contract.

With respect to the current ratio, only the puttable stock has a potential effect on this covenant, and then
only at the time of exercise. Assuming a $3 deficiency ($17-$14), if the deficiency is satisfied with cash
the current ratio is violated. This may also cause a violation of the restriction on retained earnings if the
cash distribution is charged against retained earnings. This covenant would also be violated if the company
satisfies a deficiency on the puttable common stock by issuing additional common stock, since the value of
the stock would be charged against retained earnings. Reclassification of the entire guarantee of Steve Jone’s
loan as debt will drive Fast-Tech’s debt/equity ratio below the level required in its debt covenants.
In summary, any reclassification of these securities or obligations can have a marked effect on FastTech’s reported financial position, and would lead to violation of restrictive debt covenants.
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Exhibit 1

Potential Solution to Fast-Tech Case
Reclassify Redeemable Preferred Stock as Debt
December 31

1992

1991

$920

$1,931

Assets
Cash
Marketable Securities

Accounts and Notes Receivable

92

951

1,272

3,866

1,111

226

450

Current Assets

5,963

4,856

Property, Plant and Equipment

8,970

6,308

Other

22.544

20.536

Total

>37.477

Inventory
Prepaid and other

Liabilities

Current portion of Long Term Debt

$1,500

$1,000

Accounts Payable

2,157

1,564

Other Current Liabilities

1.850

1.194

$5,507

$3,758

Total Current Liabilities

Long Term Debt

Total Liabilities

Redeemable Preferred Stock

5.453

$10,464

$9,211

$2,391

$2,351

2,529

2,063

13,404

9,291

8.689

8.784

24,622

22.489

$37 477

$31,700

Stockholder’s Equity

Common Stock

APIC — Common Stock
Retained Earnings

Total Stockholders’ Equity
Total Liabilities and Stockholders’ Equity
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Income Statement

1992

1991

Services

$2,204

$2,500

$1,991

Sales

18.687

19.254

15.403

$20,891

$21,754

$17,394

1,592

1,397

1,008

11,582

9,275

7,489

7.354

5.159

4.127

20,528

15,831

12,624

Operating Income

363

5,923

4,770

Interest Expense

(509)

Income Before Taxes

(146)

5,401

4,315

51

(1,890)

(1,513)

($95)

$3.511

$2.802

1990

Revenues

Total Revenue

Operating Costs

Costs of Service Provided
Cost of Goods Sold
Selling, General and Adm. Expense
Total Operating Expense

Taxes

Net Income

(522)

(455)

Ratios

Current

1.08

1.29

Acid Test

0.34

.88

Inventory Turnover

3.00

8.35

21.97

17.10

0.56

0.69

Return on Assets

-0.25%

11.08%

Return on Equity

-0.39%

15.61%

0.52

0.41

Accounts Receivable Turnover

Asset Turnover

Debt — Equity (Redeemable P.S. as debt)
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ADVANCED QUESTION SOLUTIONS
8.

Any significant deficiency, whether satisfied with cash or stock, would create hardship for the firm. For
example, a $3 per share deficiency met with cash would cause them to violate their retained earnings and
current ratio covenants. However, if the same deficiency was satisfied by issuing shares equal in value to
the deficiency the value of the original shares would be significantly diluted, and the resulting charge against
retained earnings would cause them to violate the retained earnings covenant.

9.

While redeemable preferred stock must be redeemed according to its stated terms as long as the company
is healthy, the issuer is legally precluded from payment of dividends or redemption if the firm is
experiencing serious financial difficulty (Manning and Hanks 1990). Thus, during times of financial distress
redeemable preferred stock appears more like equity than debt. A recent FASB discussion memorandum
(FASB 1990) suggests that one possible approach to account for such securities would be to create a new
balance sheet category between debt and equity called "quasi-equity." This gives rise to a number of other
questions, not the least of which is whether payments to quasi-equity securities should be treated as
distributions to owners, or as expenses. Another alternative classification approach would be to discontinue
the practice of differentiating between debt and equity. Students might be surprised that this idea, originally
discussed by Paton (1922) is also under consideration by the FASB.

10.

The redeemable preferred stock issued by Fast-Tech is particularly interesting because it is both convertible
to stock and exchangeable for convertible debt. These characteristics are not uncommon (Kimmel and
Warfield 1993). The ability to convert to common stock may make the redeemable preferred stock more
like equity (because it makes the redemption payments more avoidable) but the ability to convert to debt
may make it more debt like (because if converted to debt the payments become less avoidable.) The FASB
currently is working on a project called the Fundamental Financial Instruments Approach that has, as one
of its objectives, the goal of breaking such securities into their component parts, (such as options to convert
to common stock) and then valuing and reporting each component separately. An unresolved issue is
whether changes in the probability of either conversion or exchange should cause changes in classification.

11.

Puttable stock was invented by Drexel Burnham Lambert, to meet the needs of companies who felt that their
stock was undervalued in the initial public offering market (Chen and Kensinger 1988). By offering a
guarantee that the stock would attain a certain price at a specified future date the issuing firm reduces the
risk to the purchaser, thus enabling the issuer to receive a higher price for its stock. Redeemable preferred
stock, like puttable stock, has features that make it more attractive to potential investors. First like other
preferred stock, some investors receive certain tax exemptions on the dividends received. Second, the
mandatory redemption payments combined with conversion and exchangeability features can provide
investors certain valuable options that are not present in either traditional debt or preferred stock
instruments. Finally, investments in redeemable preferred stock receive favorable regulatory treatment by
insurance regulators. Since the securities of utility companies are frequently purchased by insurance
companies, issuance of redeemable preferred stock by utilities is quite common.

POSSIBLE TEACHING APPROACHES
A number of possible approaches can be used to teach this case.

1.

Class discussion — The material in the case can be used to motivate class discussion of the conceptual issues
related to the accounting for financial instruments. Used in this way, the students are asked, prior to the
class session, to identify the accounting issues presented by the case. Students can be directed primarily
to references on the conceptual framework definitions of debt and equity in their text to address the
requirements in the case before coming to class. The instructor can then lead a one class period discussion
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of the assignment and the more advanced literature can be introduced. This discussion can highlight the
difficulties accountants face in applying the conceptual framework to hybrid securities.
2.

In-Class Team Learning — A second approach for covering the material in the case employs "Team
Learning" techniques (See "Team Learning: A Comprehensive Approach for Harnessing the Power of Small
Groups in Higher Education," L. K. Michaelson. 1992. To Improve the Academy (Forthcoming)). (If
small groups are already being employed within the course, the case materials can be used effectively as
a "mini-test" in which students are graded individually and in groups on case requirements.) On an
individual basis and prior to class, students can be assigned the background readings on security
classification and reporting as well as the base analysis (questions 1. and 2.) During the class period,
groups of 4-5 students can be formed and assigned the subsequent requirements to work through during the
class period. A lively discussion should ensue as student groups present and are asked to defend their
solutions. The instructor can help guide the discussion and introduce the more advanced concepts as the
discussion unfolds.

3.

Research Project—A more advanced use of the case (perhaps only at the masters level) focuses on research
skills. Given the lack of specific authoritative guidance on the issues covered in the case, the instructor can
assign students to groups, and allocate responsibility for researching issues related to either the redeemable
preferred stock, the puttable stock, or the common stock financed with guaranteed debt. The instructor
would provide only potential sources that might be consulted rather than the specific citations. Groups can
then be asked to find relevant literature and examples for their area and to prepare a recommendation on
classification of the securities. This might be a setting best framed from the perspective of an auditor. The
class period can be devoted to each group presenting (and defending) their recommendations to the other
groups. (These reports also can be presented in written form.) The auditor perspective is especially
appealing since auditors are frequently called on to do such research, exercise judgement and defend
recommendations to both superiors and clients.
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PROFESSIONAL INTEGRITY: AN INTERVIEWEE'S DILEMMA

Paul Kimmel, Assistant Professor
University of Wisconsin-Milwaukee

Pamela Mauhar, Director of Human Resources
Ernst and Young, Milwaukee, Wisconsin

Bob Smith, a graduating senior in accounting, is currently interviewing for a job. He would like a position with
either a large regional accounting firm, or with one of the "Big Six" international accounting firms. He has a
3.6 grade point average, was an officer in Beta Alpha Psi, has an outgoing personality, and is highly regarded
by all of his instructors. Bob did very well on his initial campus interviews, and was invited for second
interviews by four firms. Prior to one of these second interviews, Bob received an employment application form
from a firm that he was to complete before visiting the office. One question on that form raised some concerns
for Bob. The question asked whether he had ever been convicted of a felony.
In the summer after Bob’s sophomore year in college he decided to take a weekend trip by himself out of
town. He drove north to a small town where he set up a tent in a campground, and then went in to town to
"drink a few beers with the locals." He had a few beers with a couple of guys who then asked him if he wanted
to ride along with them to a different bar in the next town, about 10 miles away. They spent the rest of the night
at the other bar. At the end of the night Bob assumed they were going to give him a ride back to his car. But
they lived in this town, not the other town, and at 2 A.M. they had no intention of driving him back. Bob
stormed out of the bar, and as he passed their car he kicked it twice — once in a door panel and once in the front
fender, then he jumped on the hood. As Bob hitch-hiked back to his car he was picked up by the police. He
was convicted of criminal damage to physical property, which was classified as a felony in the state in which
Bob lived.1
Bob had no other criminal record. Was this act, which had already caused him considerable embarrassment
and frustration, now going to keep him from getting a job? He called a friend at a local accounting firm and
asked why a CPA firm would be concerned about his legal history. His friend explained that CPA’s are required
to be licensed by the state in which they practice. Without this license one cannot practice as a CPA. Bob would
need to find out whether his crime would restrict his ability to be licensed. His friend, however, also raised other
concerns. Bob’s felony might complicate his ability to become bonded. His friend explained that many

1 The definitions of crimes varies by state. In some states damage in excess of a specified dollar amount done intentionally is a felony. The events
in this case are based upon examples provided to the authors by attorneys who regularly practice as public defenders. These attorneys were able to recite
numerous examples, where relatively innocuous (but irresponsible) crimes were classified as felonies. Conviction of a felony results in the loss of many

of the basic rights of citizenship.

Copyright 1993 by the American Institute of Certified Public Accountants (AICPA) and donated to the public domain for educational use.
Cases developed and distributed under the AICPA Case Development Program are intended for use in higher education for
instructional purposes only, and are not for application in practice. The AICPA neither approves nor endorses this case or any solution
provided herewith or subsequently developed.

AICPA Case Development Program

Case No. 93-06: Professional Integrity; An Interviewee’s Dilemma ♦ 2

accounting firms insure (bond) themselves against inappropriate acts by employees. Bob’s friend suggested that
his act of indiscretion would complicate the bonding process, although it would not necessarily make him
uninsurable. In addition, the American Institute of Certified Public Accountants has a code of ethics. One
section of that code states that a person will be barred from membership if they "commit an act discreditable to
the profession." Neither of them knew whether this constituted an act "discreditable." Bob’s friend thought that
it was unlikely that the firm would actually check Bob’s legal history.
Bob was very concerned. The accounting job market was the worst in decades. None of the other three
firms that invited him in for office visits sent employment application forms asking about his legal history.
Instead, (as he had learned by asking friends who were already employed), they would have him fill out an
application form after an offer was made. He feared that if the firms knew of his predicament they would hire
someone else rather than incur any complications or additional expense to get him bonded or licensed. On-theother-hand, he felt that once an offer was made by a firm and accepted by him it was probably unlikely that they
would retract their offer upon learning of his problem. But he wasn’t sure. If they did retract their offer it
would be very difficult to explain to another firm why they should hire him after the other firm would not. There
was not enough time to consult an attorney. Bob thought through his options.

DISCUSSION QUESTIONS
1.

List the options available to Bob, and discuss the positive and negative elements of each. What would you
do if you were Bob?

2.

Assume you are Susan Jones, Director of Human Resources for a large international firm. You and your
staff have just completed an in-office interview of Bob Smith. Bob is an outstanding candidate with very
good grades, a warm personality, professional demeanor, and strong recommendations from his college
instructors. In his closing conversation with you Bob confided that he had, three years earlier, been
convicted of a felony. He was concerned that this would complicate his ability to get bonded, and licensed.
You tell Bob that you will have to give this some thought, and you will get back to him.

What issues, concerning his felony, do you need to consider in deciding whether to hire Bob? Who would
you need to consult in making this decision? Would you hire Bob? Why or why not? Would your decision
be different if he had been convicted of forging checks? Do you think that all firms would make the same
decision regarding Bob? Why or why not? What if Bob lied about his criminal record, you hired him, and
then you found out about his record — what would you do?
3.

What is the role of the public accountant in society? Why does the public accounting profession have an
ethics code? What mechanisms can be used to enforce professional codes? Who enforces them?

4.

Is all this emphasis on ethics really necessary? List some ethical dilemma’s that may face accountants in their
work as auditors, tax advisors and preparers, management accountants, consulting services, and other
services.

5.

Writing assignment
Write a one page memo. Choose from one of the following:
Write a memo from Bob to the firm.
considered for employment.

He explains his problem and argues why he should still be
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Write a memo from Susan to Bob explaining why they have decided to not hire him.
Write a memo from Susan to the regional office explaining why her office decided to hire Bob
even though he had a criminal record.
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Professional Integrity: An Interviewee's Dilemma
TEACHING NOTES
Paul Kimmel, Assistant Professor
University of Wisconsin-Milwaukee

Pamela Mauhar, Director of Human Resources
Ernst and Young, Milwaukee, Wisconsin

PURPOSE
The purpose of this case is to introduce beginning or intermediate accounting students to the importance that the
accounting profession places on professional integrity by describing an ethical dilemma faced by a student
interviewing for a public accounting position. The situation described in the case is intended to stimulate
discussion of ethics in accounting, thus facilitating a broader discussion of the critical role that professional
integrity plays in maintaining public confidence in the accounting profession, and the steps the profession takes
to protect its reputation. The case, which requires a small amount of outside preparation by the students, requires
approximately 20 to 30 minutes of class time.

MOTIVATION
Few introductory accounting students understand the importance that the auditor’s attest function plays in society,
and how essential the auditor’s perceived integrity is to retaining public confidence. This case involves a
graduating senior whose social skills and academic record made him well suited for acquiring a position with a
public accounting firm. Unfortunately, a few years earlier he had unwittingly committed a crime which would
make it difficult to get licensed and bonded. The case describes the ethical dilemma faced by this student in
trying to decide whether he should disclose his record at the initial interview, or wait and see how the firm dealt
with it after they had hired him and then learned of the problem when he was reviewed for bonding. The
discussion questions also address the situation from the accounting firm’s perspective.

PEDAGOGICAL OBJECTIVES
The case is designed to accomplish a number of pedagogical objectives related to the develop of the critical
thinking ability of students. Educational experts emphasize the importance of creating an situation of conflict to
spur student interest, involvement, and learning. Because of the difficult ethical dilemma posed by this case,
many alternative positions can be taken and defended, thus guaranteeing a lively classroom discussion.
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TEACHING NOTES

The case is designed for presentation to beginning accounting students. The instructor should introduce students
to the basic regulatory and enforcement mechanisms in the accounting profession, but should avoid getting overly
burdened with professional code. Discussion of the case should coincide with the assignment of a introductory
accounting textbook reading on the role of accountants in society, and the basic accounting regulatory
environment. The discussion should impress upon students that for accountants to continue to play an important
role in society, the public must have confidence in accountants’ integrity. Students should write answers to the
discussion questions before class. In class they can be grouped to discuss their answers in groups of 4 or 5 for
approximately ten minutes. The instructor should conclude by leading a classroom discussion for roughly another
ten minutes.
1.

Bob has a number of options. He could lie on the employment application form and hope that he doesn’t
get caught. As a practical matter, he might not get caught initially, because many firms do not do an initial
check on their employees. However, it may come up if, at some point, he has to get bonded, or if he works
on a client that requires a higher security clearance. If the firm does learn that he lied it is very likely that
he would be fired because it would be viewed as a poor reflection on his integrity. Alternatively, he could
tell the truth. It is likely that if he tells the truth many firms will not be interested in hiring him. Firms
often have policies that require a person committed of a felony to undergo a thorough check of their
background, which may cost the firm from $500 to $1,000. In a competitive market it is simply much easier
to hire someone else. Of course, if this firm did not hire him, then he would have to decide whether to tell
the other firms the truth and whether he should bring it up on his own, or wait until he was given an
application form by each firm.

2.

Assuming that, except for his criminal record, we want to hire Bob, a primary concern is the nature of the
crime. If the crime was related to the practice of accounting or finance (an example would be forged checks)
it is unlikely that the firm would continue consideration. This is because, as discussed in question 3, a crime
related to the practice of accounting would make it very difficult for Bob to be a licensed CPA, a member
of the AICPA, or a bonded employee (it would likely be considered an "act discreditable.") However, even
if Bob is able to get licensed and bonded, the firm would still be concerned about his integrity. Was this a
very isolated incident, or does it reflect a weakness in his character? Because large public accounting firms
often have centralized policy and procedures, Susan will likely consult with a regional or national office of
the firm. Employment application forms are typically prepared by the national office, and firm policy states
that certain responses to the form require particular actions. For example, the national office may have a
policy that a "yes" to the felony question (as noted in #1 above) would require a further background check.
However, the ultimate decision to hire or not will rest with the individual office. Some offices will not hire
people with a felony on their record, no matter what the nature of the crime. The decision whether to hire
Bob would likely vary from office to office and from firm to firm since the decision is very dependent on
the judgement of the individuals involved.

3.

Public accountants play a stewardship role, ensuring the accuracy of financial information so that people can
enter into transactions without concern over the validity of financial numbers. Their service is only of value
to the public if the public perceives the profession to be of high integrity. Thus, the profession must be
proactive in the protection of its reputation. In fact, as early as 1906 the profession recognized the need to
develop an ethics code. Today the ethical standards are presented in the AICPA’s code of professional
ethics, and is particularly evident in the blanket Rule 501 "A member shall not commit an act discreditable
to the profession." AICPA interpretations of that rule list as examples: retaining client records after their
return is requested, discrimination in employment practices, or negligence in preparation of financial
statements. Various mechanisms exist to protect the reputation of the profession and to ensure that its ethics
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code is not violated. First, in order to practice as a Certified Public Accountant each state requires that an
individual be licensed. A review board examines complaints brought against accountants to determine if
infractions justify suspension or termination of a license. In addition, the AICPA will suspend or terminate
membership privileges in response to complaints deemed to be in violation of its code. Violations resulting
in loss of license and termination of membership published in recent AICPA newsletters include: conspiracy
to defraud the U.S. government, conducting financial transactions to conceal drug proceeds, aiding and
assisting in the preparation and filing of false tax returns, and earning commissions from referrals of clients
for the products and services of others. Note that the membership in the AICPA does not prohibit one from
continuing to practice as a CPA, but loss of license does.

4. Accountants perform various services, many of which can put them in difficult ethical situations. As
auditors, accountants must weigh their desire to satisfy their client (who pays them) against their
responsibility to serve the public. Auditors often must confront clients on accounting practices that they don’t
agree with. This can be very difficult, since accounting rules are often subject to interpretation. When
working as advisors and preparers for tax purposes, accountants must ensure that their client’s efforts to
minimize their tax liability remain within the law. As management and cost accountants they face decisions
regarding such things as cost allocations to products (e.g., projects being done on a cost plus basis versus
those on a competitive basis). Consulting services can create many difficult problems. A subject of
considerable debate because of its possible impact on auditor independence is whether accountants should be
allowed to perform consulting services for the same firms that they audit. A pervasive concern is that
accountants are often privy to inside information. It is vital to both the reputation of the profession and the
integrity of the financial markets that accountants not take advantage of this inside information by investing
on it, or passing the information on to others to invest on. Clearly the practice of accounting requires
considerable integrity.
SUPPORT MATERIALS

AICPA Professional Standards — Volume 2 — ET 500 Other Responsibilities and Practices — especially 501 —
Acts Discreditable.
AICPA — The CPA Letter— A News Report to Members, published monthly by the AICPA, see especially the
report on disciplinary measures.

Fulmer, W.E., and Barney R. Cargile. 1987. Ethical Perceptions of Accounting Students: Does Exposure to a
Code of Professional Ethics Help? Issues in Accounting Education. (Fall): 207-219.
Loeb, S. E. 1988. Teaching Students Accounting Ethics: Some Crucial Issues. Issues in Accounting Education.
(Fall): 316-329.
Lowe, H.J. 1987. Ethics in Our 100-Year History. Journal of Accountancy. (May): 78-87.
Magill and Previts. 1991. CPA Professional Responsibilities: An Introduction. Cincinnati, OH: Southwestern.
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AMERICAN TIRE MANUFACTURING:
APPLYING ACTIVITY-BASED MANAGEMENT/COSTING1
Thomas L. Albright, Assistant Professor
University of Alabama
William D. Samson, Professor
University of Alabama
Roger Sparr, Controller
American Tire Company

Roger Sparr, Controller for the American Tire Company, has become increasingly concerned about the adequacy
of the cost accounting system used at the tire plant. In particular, the manufacturing overhead costs are being
allocated to the company’s various products on the basis of a) direct labor dollars required to manufacture a given
product, b) scrap rate per type of product, and c) transportation of components within the manufacturing facility.
Roger has a growing suspicion that this long-used system has become antiquated and fails to accurately capture
the costs required to manufacture the product line. His doubts about the validity of the existing allocation
procedures are based on the complexities of the overhead activities, the wide variation in volume of the different
types of products, and the new machine technology being employed.
As a result of the current method of allocating manufacturing overhead costs to various products, Roger
wonders if too little of the overhead is being allocated to some of its products while others are bearing too great
an overhead cost. If misallocations are occurring, some products are subsidizing other products; and, at an
extreme, this cross-subsidy may result in the production of unprofitable products while profitable ones are not
given the focus they deserve. Because the industry has experienced severe competition and thin profit margins
in recent years, the issue of producing a profitable mix of products is crucial. Top management has been
discussing the strategic opportunities for months and continuously reviews its product mix decisions.
Management’s concern about producing the right combination of profitable products reflects the current state
of the industry. The automotive and truck tire industry is gradually phasing out lower-end products in favor of
higher quality steel-belted radials. Currently the margins are very narrow in certain products within the line.
Overcapacity on the North American continent, which is exacerbated by sluggish new automobile sales, has
contributed to the narrow profit margins on many types of truck and automobile tires. Thus, proper costing of
products is crucial in an environment of price-cutting and cost-conscious consumers.

1

The authors wish to recognize the contributions of Greg Howard, Paul Polinski, and the participants of the
1993 AICPA Accounting Educators Mini-conference.
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Roger learned about new developments in cost accounting such as Activity Based Costing (ABC) through the
local Institute of Management Accounting (IMA) chapter. Such a system to allocate overhead was developed for
a highly automated manufacturing environment whose indirect manufacturing costs are high and direct labor costs
are low. While ABC seems best suited for highly automated, discrete-part manufacturers with complex overhead
support activities, Roger wonders if an ABC system might be used to capture the costs of tire manufacturing
which requires a relatively large proportion of direct-labor costs (79% of the conversion cost is labor-related).
Also, the tire production runs are in a batch-mode, producing one type of tire in a batch, then adjusting the
manufacturing operation — machine setups etc., to produce a slightly different product in another batch. At the
American tire plant, no robotics are used and computer-integration into the manufacturing floor is at the infancy
stage. Thus, the state of technology, coupled with the high proportion of direct labor raises questions about the
applicability of ABC in the American plant.
Roger calls you into his office to give you your first assignment. You have just been hired as Roger’s staff
accountant assistant—your first job after graduating with your business degree. He has selected you to examine
the current manufacturing process to see if ABC can be used to produce better cost measures than those obtained
using direct labor dollars as an allocation base. As Roger explains, he has selected you for this project because
he wants "a fresh look." Others on his staff have become so accustomed to allocating manufacturing overhead
by the traditional method that they see it as not only the best way but the only way.
He challenges you to go to the factory floor to learn about the tire manufacturing process. Roger wants you
to see how costs occur and to gain an understanding of the relationship between manufacturing overhead costs
and production activities. You are to calculate the cost of each product based on a) the current system, and b)
the ABC system, which you are to devise from your understanding of the activities that cause manufacturing
overhead to occur. Because Roger needs your results before the next meeting of top executives, he believes that
you should focus your study on the assembly department where the allocation problem is most acute. If ABC
can be successfully applied there, then a follow-up study will be done for the rest of the manufacturing
operations.
THE MANUFACTURING PROCESS

Your trip to the tire plant factory floor is revealing. The plant produces five different grades of tires:

Regular Grade
Special Grade
Premium Grade
Light Truck
Low

These grades have sub-categories which result in ten different products:
Regular Grade
Reg 1
Reg 2
Special Grade
Special 1
Special 2
Premium Grade
Premium 1
Premium 2
Premium 3
Light Truck
Truck 1
Low
Low 1
Low 2
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These products differ in the volume produced (which is dictated by the market). The variation is extreme, as
the monthly output figures shown in Table 1 indicate.
Table 1
Tire Production by Product Type

Product Type

Regular 1
Regular 2
Special 1
Special 2
Premium 1
Premium 2
Premium 3
Truck 1
Low 1
Low 2
Total Tires Produced

Output

134,878
104,744
6,260
18,768
12,120
7,397
4,839
50,441
7,848
4,855
352,150

Not only do these products vary by volume of output, they require different amounts of direct labor (depending
on complexity and quality) and direct materials (depending on size and quality).
You begin your tour of the plant in the receiving department where raw materials and supplies enter the plant
and the process of manufacturing begins. From here, you follow the production process to its starting point, the
mixing and extrusion process. As shown in Figure 1, the materials used in building tires are first prepared in
the extrusion process. The output of the extrusion process becomes the input for the assembly department. After
assembly, the tire proceeds to the painting area where a water-based solution is applied inside and outside to
prevent sticking to molds during the curing process. Following the painting process, the tires are cured, trimmed
of excess rubber, and tested. Those tires that meet quality standards proceed to the finished goods area. The
tires with minor cosmetic flaws are diverted for repairs before being reexamined to determine if they meet the
strict quality standards which the company has established. If the tires ultimately can not pass the quality
inspection, they are destroyed. For the purposes of your study, only the costs incurred by the assembly
processes are relevant. You learn that the assembly department is the largest single area in terms of square feet
and cost — roughly 40% of all conversion cost. Thus, the activities within the assembly department are
significant. Those costs occurring both prior and subsequent to the assembly department may be evaluated in a
future cost study.
Monthly output, total direct labor costs, direct materials cost per unit, and scrap rates for each product are
given in Table 2. The direct materials cost figures are transferred-in costs from the extrusion department and
are provided only to serve as an allocation base for the assembly department overhead cost.

Copyright 1993 by the American Institute of Certified Public Accountants (AICPA) and donated to the public domain for educational use.
Cases developed and distributed under the AICPA Case Development Program are intended for use in higher education for
instructional purposes only, and are not for application in practice. The AICPA neither approves nor endorses this case or any solution
provided herewith or subsequently developed.

AICPA Case Development Program

Case No. 93-07: American Tire Manufacturing: Applying Activity-Based Management/Costing ♦ 4

Table 2
Trucking Cost, Direct Labor Hours, Direct Materials Cost by Product, and Scrap

Product
Type

Regular 1
Regular 2
Special 1
Special 2
Premium 1
Premium 2
Premium 3
Truck 1
Low 1
Low 2

Trucking Cost
Per Tire

$0.37
0.37
0.37
0.37
0.37
0.37
0.37
0.37
0.37
0.37

Total Direct
Labor Cost

Direct Materials
Per Unit

$ 236,265
197,817
12,983
38,913
30,130
19,170
38,040
109,960
6,899
3.211
$ 693,388

$ 10.01
9.98
10.46
10.13
9.71
11.25
13.88
18.75
7.39
12.56

Scrap Percentage
of Direct Mtls Cost

2.86
3.35
2.43
12.67
7.07
22.52
17.98
2.78
0.91
0.62

The General Overhead application rate is 25.9 percent of direct labor costs.

You discover that the tire is actually "built" in the assembly department. Components are transferred from the
extrusion department to one of the 81 assembly machines. Here the five to seven individual components used
in making the various types of tires are assembled. Each of the assembly machines is run by an operator. The
assembly machines fall into one of five different classes, depending on the machine’s capabilities (particularly
speed and precision). Thus, each machine has a range of capabilities; the machines are flexible and can be
adjusted within their range. A machine can be reset to make a different type of tire; thus initiating a set-up.
Furthermore, you discover that the equipment requirements vary from product to product (i.e., some machines
can not be used to build certain types of tires). In part, the choice of machine type to use is dictated by the plant
supervisors; however, certain high quality tires can only be produced by newer, precise equipment. Scheduling
machines, determining batch sizes, and balancing the cost of set-ups with storage costs while meeting dealer
demand, are critical.
In the assembly department, the 81 assembly machines all do the same fundamental job, i.e., each machine
is used by an operator who assembles (builds) tires. However, the equipment varies in age, sophistication and
precision. The newest assembly machines, classified as Machine Class 1, are the latest generation. The primary
advantage of this generation of equipment is that it allows production of tires in much higher quantities. Thus,
the plant scheduler typically assigns the high volume products to these machines first.
The Machine Class 2 equipment performs the same function as Machine Class 1 equipment, but these
machines are of an older generation and are unable to assemble tires as quickly. The machines in this class are
subdivided into Class 2a, Class 2b, and Class 2c. Class 2a and 2b represent upgrades from the Class 2c machines
such that the precision from the new technology of Class 1 machines has been incorporated in the older generation
Class 2 equipment. Thus, the upgraded Class 2 equipment has the same precision of Class 1 machines, but can
not produce the same quantity of output. Machines in the Class 3 group are older and use a very different
method of assembly than that of Class 1 and Class 2 machines. Also, these machines are slower, thus limiting
the production volume. Thus, the scheduler uses the Class 3 machines exclusively for all of the Low products.
Table 3 reveals the production volume for the various products and their respective machine assignments during
your observation period.
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Table 3
Tire Production by Machine Class

Product

Regular 1
Regular 2
Special 1
Special 2
Premium 1
Premium 2
Premium 3
Truck 1
Low 1
Low 2

Machine 1
(24 machines)

21,748
58,813
0
10,444
0
0
1,730
0
0
0
92,735

Machine 2a
Machine 20 Machine 2c
(36 Machines) (11 machines) (7 machines)

85,037
34,853
0
0
1,500
4,703
0
50,441
0
0
176,534

12
0
886
0
2,758
2,694
3,109
0
0
0
9,459

28,081
11,078
5,374
8,324
7,862
0
0
0
0
0
60,719

Machine 3
(3 machines)

0
0
0
0
0
0
0
0
7,848
4,855
12,703

Total
Tires

134,878
104,744
6,260
18,768
12,120
7,397
4,839
50,441
7,848
4,855
352,150

MANUFACTURING OVERHEAD COSTS FOR THE ABC STUDY
In the assembly department, you quickly see that some of the indirect manufacturing costs are related to the
amount of direct labor costs. For example, supervision is closely related to the number of factory workers that
assemble tires. For every ten tire assemblers, a supervisor is required. Thus, using direct labor hours to allocate
the supervisor’s salary to the cost of a tire seems reasonable. However, with the help of the accounting staff and
plant supervisor, you discover that five items considered as indirect manufacturing (overhead) costs have no
relationship or little relationship at all to the time that a machine operator works on a tire. These items include:
(1) machine set-up costs, (2) polyfilm costs, (3) trucking costs, (4) mechanical delays, and (5) training costs.

Machine Set-Up Costs
As shown in Table 3, some of the assembly machines are flexible enough to handle the assembly of a variety of
products. Different batches, each representing a different product, are processed during a given time period by
the same machine. This allows the plant to best utilize its equipment and labor to manufacture products to meet
the demands of the market. However, switching from one type of tire product to another type incurs a cost
associated with resetting the machine for different sizes, different specifications, and different precisions. During
a typical month, each machine will average about five different changeovers (machine set-ups) to different
products. The operator’s wage for the time during the set-up currently is not charged to production directly, but
instead is considered an overhead cost.
The direct labor dollars approach to attaching set-up costs to production allocates the cost to each tire as a
function of the total labor cost associated with a batch. Thus, more complicated (premium) tires, which take
more direct labor, bear a higher set-up cost allocation than lower quality tires. Furthermore, the calculation
ignores the fact that certain products are manufactured in very large batches, such that machine set-ups are
infrequent while others are manufactured in small batches with frequent change-overs. Thus, the economy of
scale dimension to the type of product is ignored by the cost allocation based on direct labor dollars. Finally,
as shown in Table 3, Machine Class 3 equipment is reserved for Low tires exclusively. Thus, few set-ups for
Class 3 equipment are required and little set-up cost is incurred to produce the Low products. As Roger had
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stated to you in the original briefing, the set-up cost allocation should vary inversely with the production batch
sizes, instead of varying directly as it does under the current allocation system that is based on direct
labor dollars.
For the most recent period, you determine that the assembly department initiated 158 set-ups caused by
switching a machine from one type of product to another. The total set-up-related cost during this time is
$15,324. The number of setups required to manufacture each product is shown in Table 4.

Table 4
Number of Machine Setups by Product2

Product Type

Regular 1
Regular 2
Special 1
Special 2
Premium
Premium
Premium
Truck 1
Low 1
Low 2
Total

Number of Set-ups

53
22
12
8
17
222
34
24
5
1
158

Polvfilm Costs

Manufacturing specifications require that polyfilm be used to cover components to protect them during the tire
assembly. However, not all types of tires require polyfilm covering. The cost of polyfilm is an overhead
(indirect) manufacturing cost which, like other overhead costs, is being allocated to the production based on direct
labor dollars. Regular 1, Special 1, Special 2, Truck 1, Low 1, and Low 2 tires do not use polyfilm protection;
thus, you believe that charging these products with polyfilm cost is clearly inappropriate. Further, the amount
of direct labor and polyfilm have no relationship, even for tires that receive the polyfilm protection. Because
direct labor costs relate to the tire’s complexity, and the polyfilm cost relates to the tire’s construction
requirements, the current direct-labor dollar allocation of the cost seems inappropriate.
From this month’s production records, you find that the total cost of polyfilm used was $8,601. An industrial
engineer compiled the proportion of polyfilm associated with each type of product and reported the results in
Table 5.

2 Your records were not set-up in time to capture data about the time it took for set-ups for various product
change-overs. You will look into this in the future.
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Table 5
Polyfilm Use by Product

Tire

Regular 2
Premium 1
Premium 2
Premium 3
Total

Polyfilm Proportion

36.9%
31.4
19.2
12.5
100.0%

Trucking Costs

You discover that "trucking cost" — the cost of moving materials and components from the extrusion department
to the machines in the assembly department is also one of the indirect manufacturing costs that has been allocated
to the products based on direct labor dollars. Components are moved to the machine via portable "racks" towed
by motorized vehicles termed a "truck." After the rack is emptied, the truck operator returns the rack to the
extrusion department. Nine different components are used in the assembly of various tires, with five components
being used in every type of tire. Some additional components are used in the assembly of certain types of tires.
All components are "trucked" to the machines via rack and trucker. Thus, trucking costs include the wages paid
to the truck operators, as well as depreciation cost of the racks and trucks, and the fuel used in the delivery
operation.
Most noteworthy in your examination of these costs is the fact that not only do certain products require more
trucking depending on the size of tire being produced and the complexity of the tire (number of components
required), another important "cost driver" (pun intended) is the distance from the machine to the next department.
In addition, the trucker picks up assembled tires from each machine location to deliver them via racks to the paint
department, thus incurring similar "trucking" costs. Again, the distance between the machine and the paint
department is a major cost variable. You discover that the Low 1 and Low 2 tires require one trucker dedicated
to that process. The trucking requirements for Low tires are different because the tread flow pattern requires
trucking routes which are not consistent with the flow of other tires manufactured in the plant. The results of
a study by the industrial engineering group identifying the proportion of transportation services required by each
machine classification is summarized in Table 6. You discover that the total transportation cost for the period
is $130,297.
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Table 6
Trucking Requirements by Machine Class

Machine Type

Proportion

1
2a
2b
2c
3

32.0%
42.7
12.0
7.4
5.9
100.0%

Class
Class
Class
Class
Class
Total

Mechanical Delay
Because of very precise requirements for certain types of tires, periodically, a machine has to be adjusted when
it is determined to be statistically out of alignment. The realignment process requires the machine to be shut
down. The operator takes a break during the shut down period while the engineering staff adjusts the machine.
During this down-time, operators are paid 95% of their normal pay rate. Currently, the cost of unproductive
operator time is not charged directly to tire production; but, instead, is charged to manufacturing overhead. As
with the other overhead items, the cost is then allocated to work in process by the number of direct labor hours.
Yet, as you discover, the type of machine and the specifications (tolerances) for the type of product being
produced are the major determinants of the mechanical delay costs.
You determine that during the current period, a cost of $14,146 was attributed to mechanical delay. The
mechanical delays associated with each machine class are reported in Table 7.

Table 7
Mechanical Delay Hours by Machine Type

Machine Type

Class 1
Class 2a
Class 2b
Class 2c
Class 3
Total

Delay in Hours

222.30
429.40
132.10
84.00
81.66
949.46

Training Costs
Replacing the existing equipment with new generation assembly equipment and replacing existing operators (as
a result of turnover) with new employees causes training costs to occur. Up to twenty days of training may be
required before an operator achieves the desired volume and quality of production. Significantly higher quality
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tires and newer generation equipment require a greater level of operator training than that required by lower
quality standard tires and older equipment. During this training period, operator wages are recorded as training
costs and, like the other manufacturing overhead items, the cost is then allocated to the tires as a function of
direct labor costs. Because the different types of machines have different complexities, operator frustration
largely relates to the type of machine to which the worker has been assigned. Thus, the turnover rate for
operators varies by type of machine. Table 8 reports the results of an industrial engineering study that associates
the percentage of training expenses with each machine class. During the period, you determine that the total
training costs are $8,390.

Table 8
Training Hours by Machine Type

Machine Type

Class 1
Class 2a
Class 2b
Class 2c
Class 3
Total

Training Hours
Percentage

92.0%
0.0
5.2
2.8
0.0
100.0%

ABC ALLOCATION

Having gathered the process information from your plant observations, you now begin to think about the format
necessary to accumulate the new cost figures. The traditional system combined all of the overhead costs into
three pools consisting of the a) direct labor dollars required to manufacture a given product, b) scrap rate per type
of product, and c) transportation of components within the manufacturing facility. However, based on your new
understanding of cost assignment and resource consumption, you believe that more cost pools utilizing a two-stage
allocation format seems preferable.
Trucking, mechanical delays, and training costs seem to be related directly to the type of equipment. Thus,
in the ABC allocation, these costs are first attached to the five classes of equipment, then allocated to the products
manufactured by each machine class. Additionally, three pools, one each for setup, scrap, and polyfilm costs,
can be established. Subsequently, these costs are attached to the products using an allocation base that you deem
appropriate. The total costs related to your study equal $1,168,919, including labor and all overhead costs. After
performing all of the ABC allocations, you decide to treat the remaining overhead cost (after assigning labor,
trucking, mechanical delay, training, setup, polyfilm, and scrap) as general overhead and apply it to products
based on direct labor costs. Thus a predetermined overhead rate based on direct labor dollars must be calculated
in order to assign the remaining overhead costs. Because materials are not added in the assembly department,
you decide to exclude them from your final cost calculations for both the traditional and ABC methods. Your
purpose is to understand the assembly department’s cost structure, thus the material costs are not relevant to
your study.
Figure 2 illustrates how six types of overhead costs are identified and allocated in the first stage to eight
intermediate pools (one for each machine class and one each for setups, polyfilm, and scrap, respectively). The
cost allocation for scrap remains the same as described under the traditional method. You believe that the
traditional method accurately associates scrap costs to products because engineering studies routinely confirm
the loss percentages by product.
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You are confident that the cost information and allocation format are in place that will permit you to respond
to Roger’s assignment. However, you wonder about the potential implications of the new cost figures. How will
upper management respond to your findings? What if policy decisions, such as discontinuing product lines,
adjusting product pricing, or redesigning the plant, are made as a result of your study? You consider the potential
ramifications as you begin to compile the data. Because you are to present your findings and recommenda
tions to the next CEO meeting, you want to carefully consider all dimensions to the allocation problem so that
you can answer the questions that will surely be generated by your proposal.

STUDENT QUESTIONS
Question 1. Describe the competitive environment in which tire manufacturers compete during the early 1990s.
Question 2. Describe the manufacturing process at American Tire Company.

Question 3. Discuss the nature of overhead found within the American manufacturing facility. Specifically, what
types of activities cause costs?
Question 4. Prepare a spreadsheet that summarizes the costs into three pools, one each for direct labor costs,
scrap, and transportation. Using the traditional methodology described in the case, allocate the manufactur
ing overhead and direct labor to the individual products. (Again note: Ignore direct material costs in your
calculation.)
Question 5. Given your understanding of the activities surrounding the production process, do you think that
the cost estimates are an accurate reflection of resource consumption? Why, or why not?

Question 6. Management reasoned that by using direct labor dollars as a cost driver, the complex, high
performance products that require more labor to manufacture would appropriately absorb a greater amount of
overhead relative to less complex products requiring fewer labor hours. Thus, the cross-subsidy problem of
overhead allocation should be avoided. Do you agree or disagree with this assertion? Why, or why not?
Question 7. Using the overhead costs provided in the case and your knowledge of the manufacturing process,
develop a spreadsheet that calculates alternative product costs on an activity basis for the assembly department
of the American plant.
Associated with your response to Question 7, consider the following related issues.
(a) Should trucking be charged to a machine (then product) on the basis of distance? Should trucking be allocated
to a product by the number of components?
(b) Should set-up time be equal across all batches, or should set-up complexity drive the allocation?

(c) Should polyfilm be simply the same charge per tire, or vary by the construction complexity of the tire?

Question 8. Compare the ABC (overhead and labor) cost of each product to the traditional (overhead and labor)
cost as calculated in Question 4. What is the percentage change for each product? How can you explain the
changes? Are they consistent with your understanding of the resources consumed by the various products?
Question 9. What are some courses of action that management may pursue in order to improve the overall
profitability of the company? For each recommendation describe both a potential positive and negative outcome
that may result from the action.
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Figure 2
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American Tire Manufacturing:
Applying Activity-Based Management/Costing
TEACHING NOTES
Thomas L. Albright, Assistant Professor
University of Alabama

William D. Samson, Professor
University of Alabama
Roger Sparr, Controller
American Tire Company

COURSES FOR WHICH THE CASE IS APPROPRIATE AND PREREQUISITES
The case is appropriate for both a second undergraduate-level cost accounting course, a Masters of Accountancy
cost course, and an MBA-level managerial accounting course. Some exposure to cost system design (including
Activity-Based Costing) and manufacturing process design is helpful but not required, as these concepts many
be taught while analyzing the case. We made the pedagogical decision to retain much of the complexity and
reality of the actual system, thus enhancing the students understanding of the various trade-offs that must be made
in designing a cost system.

TIME FRAME FOR TEACHING THE CASE

The case is designed to be taught within the framework of one class period; approximately one hour depending
on the depth of coverage. The case will require approximately 5-6 hours outside of class. Naturally, the
students’ basic skill with electronic spread sheets will affect the actual time required. It is possible to solve the
case without the aid of an electronic spreadsheet; however, the calculations will become cumbersome. Our
spreadsheet is available upon request through the AICPA.
CASE OBJECTIVES AND EXECUTIVE SUMMARY

The case is based on an actual complexity study undertaken by the American Tire Company in order to better
determine the overhead resource consumption rates across their product line. Students are asked to evaluate the
effectiveness of the Activity-Based Cost/Activity-Based Management (ABC/ABM) model in an environment
which is highly labor-intensive, unlike many previous ABC studies involving highly automated manufac
turing environments. The analysis continues beyond requiring the student to calculate product costs using both

Copyright 1993 by the American Institute of Certified Public Accountants (AICPA) and donated to the public domain for educational use.
Cases developed and distributed under the AICPA Case Development Program are intended for use in higher education for
instructional purposes only, and are not for application in practice. The AICPA neither approves nor endorses this case or any solution
provided herewith or subsequently developed.

AICPA Case Development Program

Case No. 93-07: American Tire Manufacturing: Applying Activity-Based Management/Costing ♦ 14

traditional and activity-based methods and extends into the domain of strategic decision-making. For example,
the information obtained from the complexity study played a key role at American in determining whether to:
a) keep or discontinue certain products within the line, i.e., high performance tires (premium), truck tires, low
tires, etc.

b) redesign the factory floor to be consistent with the concepts of Just-in-Time (JIT) manufacturing, or
c) increase the price of products that are identified by the study as possessing narrow or negative profit margins.
POSSIBLE SUGGESTED SOLUTION - IMPORTANT POINTS

Question 1. What is the competitive environment in which tire manufacturers compete during the early 1990s?

Key Points

The market for automobile tires is a function of the overall economy. Several factors, such as new car sales and
"pent-up demand" for existing automobiles can affect the demand for automobile tires. Pent-up demand for
automobile tires is created during difficult economic times when a buyer has postponed the purchase of a product
for as long as possible. At some point, for safety considerations, the buyer must invest in new tires.
The market is highly competitive, resulting in very narrow product margins. During the early 1990s the
productive capacity of the industry exceeded the demand for tires in the North American continent.

Question 2. Describe the Manufacturing Process at American Tire Company.
Key Points

Two types of manufacturing processes coexist within the American facility. The raw material compound is first
mixed and extruded. This process is continuous; however, in the assembly area one operator works at one
machine to assemble the tires in a discrete process.
The student should identify the characteristics of the extrusion/mixing department as a function of pounds or
time input into the system. Overhead is consumed at a relatively constant rate, as a function of machine speed.
Alternatively, the resources consumed by the operator at an assembly machine can vary dramatically across the
product line as a function of manufacturing difficulty, tire complexity, machine characteristics, operator skill level
and training, and transportation requirements for raw materials and supplies.
Teaching note 1 is a diagram of the process flow. We usually begin the discussion by projecting this image
and encouraging the students to explain the relevant characteristics of the process.

Question 3. Discuss the nature of overhead found within the American manufacturing facility. Specifically, what
types of activities cause costs?
Key Points

The discussion surrounding the nature of overhead costs can support the initial discussion of the manufacturing
process and plant layout. Students should readily identify the following activities associated with overhead costs.
Setups — The number of setups across the product mix is provided to the students in the body of the case. The
central theme is that the high volume products should enjoy some economies of scale versus the low volume
products. Most students will point out that American’s traditional system attached setup overhead to all products
on an equal basis, without regard to batch size.
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At this point in the discussion, the instructor can ask about the trade-offs of large batch sizes versus small
batch sizes. Usually a lively discussion of JIT principles will follow. Our experience has been that students study
JIT in several courses in the core business curriculum, thus the concept is familiar to them. They seem to enjoy
integrating their knowledge from other courses.
Polyfilm — Most students will readily identify the issue of misapplication of polyfilm cost under the traditional
accounting system. Here is an opportunity to ask the students why the company originally chose to allocate these
costs in such a manner. They should identify issues such as materiality, cost of recording, and cost/benefit.

Trucking — Component parts must be initially transported from the blending/extrusion area to the assembly area.
Following assembly, additional transportation is required for painting and curing the tires. Students should
understand that certain high performance tires are assembled from a larger number of subcomponents compared
to other tires in the line. Hence, the cost of the high performance tires includes both a greater amount of labor
for assembly as well as trucking services required to move the components.

Mechanical Delay — Because certain products require very precise assembly machine alignment, they cause more
mechanical downtime than other products in the line. The overhead costs resulting from machine downtime are
associated with groups of similar classes of machinery because only very precise, highly specialized equipment
can be used to manufacture certain products.
Opportunity costs are not considered in this analysis; however, the alert student may raise the issue of how
the numbers would differ if the environment were capacity constrained. The primary costs associated with
mechanical delay are actual out-of-pocket labor costs of the assembly worker while the machine undergoes repair
or alignment. The assembly workers are paid according to a piece rate system; however, while the machines are
idle the assembly workers earn 95 percent of a standard production rate per hour.
Training — Operator turnover requires the company to continually provide training. Certain machine classes are
less desirable than others from the operator’s perspective. These machines typically experience a higher than
average turnover rate as operators recognize other opportunities within the plant. Thus, in the complexity study
undertaken by the management of American, the costs of training were allocated to the various machine groups
(the first stage of a two-stage allocation process) as a function of training hours required.
Question 4. Prepare a spreadsheet that summarizes the costs into three pools, one each for direct labor costs,
scrap, and transportation. Using the traditional methodology described in the case, allocate the manufacturing
overhead and direct labor to the individual products.
As shown in Table 2, the trucking cost per tire is $.37 while the general overhead is applied at a rate of 25.9
percent of direct labor costs. The scrap rate by type of tire also is reported in Table 2. These three pieces of
information coupled with the volume of production found in Table 1 and the direct labor cost found in Table 2
provide the information necessary to calculate the traditional overhead cost per unit. Material and labor costs
also are located in Table 2. Notice that in Table 2, the labor cost is presented for the total production, while
direct material costs are expressed on a cost per unit basis.
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Table TN 1
Cost Allocation — Traditional Method
Assembly Department

Product

Regular 1
Regular 2
Special 1
Special 2
Premium 1
Premium 2
Premium 3
Truck 1
Low 1
Low 2

[1]
[2]
[3]
[4]

General
Overhead

$ 61.193[1]
51,235
3,363
10,077
7,804
4,965
9,852
28,480
1,787
832
$ 179.588

.259 x (labor cost)
.37 x (volume)
.0286 x (material cost)
From Table 2

Trucking

$ 49,905[2]
38,755
2,316
6,945
4,485
2,738
1,790
18,663
2,904
1.796
$ 130,297

Scrap

Labor

$ 38,614[3]
35,019
1,591
24,088
8,320
18,740
12,076
26,292
528
378
$ 165.646

$ 236,265[4]
197,817
12,983
38,913
30,130
19,170
38,040
109,960
6,899
3.211
$ 693.388

Total

$ 385,977
322,826
20,253
80,023
50,739
45,613
61,758
183,395
12,118
6.217
$1,168,919

Unit Cost

$

2.86
3.08
3.24
4.26
4.19
6.17
12.76
3.64
1.54
1.28

From Table 2
From Tables 1 and 2
From Tables 1 and 2
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Question 5. Given your understanding of the activities surrounding the production process, do you think that
the cost estimates are an accurate reflection of resource consumption? Why, or why not?
Key Points

Given the discussion surrounding the manufacturing process, most students will grasp the volume-related issues
involving setup times, and the inaccuracies caused by spreading polyfilm across all products — even those that
do not require its use. At this point, we often ask students to predict which general type product will be most
"helped" and most "hurt" by the ABC/ABM analysis. Admittedly, at this point they have solved the case and
have their results; however, they may not have considered the issue in broad terms. Focus on the high-low
volume and complexity issues.
Question 6. Management reasoned that by using direct labor dollars as a cost driver, the complex, high
performance products that require more labor to manufacture would appropriately absorb a greater amount of
overhead relative to less complex products requiring fewer labor hours. Thus, the cross-subsidy problem of
overhead allocation should be avoided. Do you agree or disagree with this assertion? Why, or why not?

Key Points
This is a challenging question that links with Question 5. The argument is partially correct in as much as it
identifies complexity as causing costs; however, as shown in their responses to the previous question, the analysis
does not capture the whole story. Because certain costs are invariant to changes in activity level, if significant,
these costs can cause material cross-subsidies in the product cost allocation.
Question 7. Using the overhead costs provided in the case and your knowledge of the manufacturing process,
develop a spreadsheet that calculates alternative product costs on an activity basis for the American plant.

(a) Should trucking be charged to a machine (then product) on the basis of distance? Should trucking be allocated
to a product by the number of components?
(b) Should set-up time be equal across all batches, or should set-up complexity drive the allocation?

(c) Should polyfilm be simply the same charge per tire, or vary by the construction complexity of the tire?

The first stage allocation basis for the trucking, mechanical delay, and training costs is the proportion of each
cost consumed by each machine type. Thus, Tables 6, 7, and 8 provide the information to calculate the first
stage allocations regarding the five machine classes. Having completed the first stage allocations to the machine
classes, students will assign the costs from the machine pools to products based on the relative proportion of the
products manufactured by each machine class (as shown in Table 3).
Tables 4 and 5 provide information about setups and polyfilm use, respectively. Students should understand
that the total cost for labor and overhead will not differ between their ABC and traditional calculation. Thus,
after allocating polyfilm scrap, mechanical delay, trucking, and setup, a balance will remain to be allocated by
using a new overhead rate based on direct labor dollars. The student should first calculate a cost per setup, then
multiply the setup cost by the number of setups by product type shown in Table 4. The polyfilm cost is attached
to the products based on the percentages shown in Table 5. Figure 1 is designed to provide guidance to the
student in performing the allocations.
After allocating the costs of trucking, mechanical delay, training, scrap, setup, and polyfilm, some "general
overhead" costs will remain. The students must then prepare an overhead rate based on direct labor costs to
attach the remaining unallocated overhead cost.
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For a more thorough discussion of the two-stage allocation process, see the Harvard Business School Case
Mayers Tap, Inc. The underlying logic that the students should grasp is that for each type of cost, the various
machine types consume resources at different rates. Once the costs are allocated to the machines, the costs can
be associated with products based on the mix manufactured by each machine class.
The following tables provide the solution to the ABC analysis.

Table TN-2
First Stage Allocation

Machine

Class 1
Class 2a
Class 2b
Class 2c
Class 3

Trucking

$ 41,695[1]
55,637
15,636
9,642
7,687
$ 130,297

[1] .32 X $130,297
[2] 222.3/949.46 X $14,146
[3] .92 x $8,390

Mechanical Delay

$ 3,312[2]
6,398
1,968
1,252
1,216
$ 14,146

Training

$ 7,719[3]
0
436
235
_____ 0
$8,390

Total

$ 52,726
62,035
18,040
11,129
8,903
$ 152,833

From Table 6
From Table 7
From Table 8
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1

3 , 211

$ 693,388

Class
2a

$ 62,035

$ 18,040

133,127

= (693,388 + 52,726 + 62,035 + 18,040 4- 11,129
+ 8,903 + 165,646 + 15,324 + 8,601)

$

< 1 ,0 3 5 ,7 9 2 > a

21,748/92,735 = .23
.23 x $52,726 = $12,127 (class
1

costs)

[3] The second stage allocation base for each machine class is the volume o f
each product relative to the total production o f the machine . (found in
Table 3)

Thus, .192 x $236,265 = $45,363

New overhead application rate: 133,125/693,338 = .192
based on direct labor costs

a 1,035,792

5,232
5,051
5,953

1,624

180

________

$

Class
2b

$ 1,168,919

________

$ 52,726

17,990

1,862

.620

11,787

________

1,055

6,327

33,217

$ 1 2 ,1 2 7 [3] $ 29,776

1

Class

[2] Total overhead and labor: (from traditional analysis)
overhead and labor assigned by ABC
unallocated overhead and labor

2,493
7,471
5,785
3,680
7,304
21,112
1,326
618
$ 133,133

$ 45,363 [2]
37,981

197,817
12,983
38,913
30,130
19,170
38,040
109,960
6,899

$ 2 3 6 ,2 6 5 [1]

[1] From Table 2

Special 1
Special 2
Premium 1
Premium 2
Premium 3
Truck 1
Bias 1
Bias 2

R egular 2

Regular

General
O verhead

Labor
Cost

$ 5,520
3 , 383
$ 8,903

Class
3

378
$ 165,646

24,088
8,320
18,740
12,076
26,292
528

1,591

$ 38.614 [4]
35,019

Scrap

2,327
485
______ 97
$ 15,324

388

2,134
1,164
776
679
2,134

$ 5 ,1 4 0 [5]

Setup

$ 8,601

_______

.0286 x $10.01 x 134,878 = $38,614

1.58

Each machine class will have small rounding errors in their allocations
depending on the number o f decimal places to which the initial calculation is
taken. The authors used two decimal places.

[7] Note total ties to the traditional method (differences (6) are due to rounding)

.369 x $8,601 = $3,174

]

7,687

$ 1 , 168 , 925 [7

177,681
14,758

3.08
3.33
4.22
4.53
7.07
13.62
3.52
1.89

$ 2 .7 6

Unit

323,132
20,857
79,133
54,914
52,288
85,891

$ 372,564

Total

[6] The polyfilm proportion for each product is found in Table 5.

$15,324/158 = $96.99 per setup
$96.99 x 53 = $ 5 ,1 4 0

[5] From Table 4

(material cost/unit) (volume)

2,701
1,651
1,075

$ 3 ,1 7 4 [6]

Polyfilm

[4] The scrap rate per product is found in Table 2

$ 11,129

________

2,003
1,002
1,558
1,447

$ 5 ,1 1 9

Class
2c

Table TN-2
Second Stage Allocation
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1

Class
2a

$ 62,035

$ 52,726

$ 18,040

= (693,388 + 52,726 + 62,035 + 18,040 + 11,129
+ 8,903 + 165,646 + 15,324 + 8,601)

21,748/92,735 = .23
.23 x $52,726 = $12,127 (class
1

costs)

[3] The second stage allocation base for each machine class is the volume o f
each product relative to the total production o f the machine . (found in
Table 3)

Thus, .192 x $236,265 = $45,363

New overhead application rate: 133,125/693,338 = .192
based on direct labor costs

a 1,035,792

5,232
5,051
5,953

1,624

180

_____

$

Class
2b

$ 1,168,919
< 1,035,792 > a
$ 133,127

________

17,990

620
1,862

11,787

________

1,055

6,327

33,217

$ 1 2 ,1 2 7 [3] $ 29,776

1

Class

[2] Total overhead and labor: (from traditional analysis)
overhead and labor assigned by ABC
unallocated overhead and labor

[1] From Table 2

5,785
3,680
7,304
21,112
1,326
618
$ 133,133

$ 45,363 [2]
37,981
2,493
7,471

[
1
]

$ 2 3 6 ,2 6 5

197,817
Special 1
12,983
Special 2
38,913
Premium 1
30,130
Premium 2
19,170
Premium 3
38,040
Truck 1
109,960
Bias 1
6,899
Bias 2
3,211
$ 693,388

R egular 2

Regular

General
Overhead

Labor
Cost

3,383
$ 8,903

$ 5,520

Class
3

528
378
$ 165,646

24,088
8,320
18,740
12,076
26,292

1,591

$ 38,614 [4]
35,019

Scrap

2,134
1,164
776
679
2,134
388
2,327
485
______ 97
$ 15,324

$ 5 ,1 4 0 [5]

Setup

$ 8,601

323,132
20,857
79,133
54,914
52,288
85,891
177,681
14,758
7,687
$ 1,168,925 [7]

$ 372,564

Total

3.08
3.33
4.22
4.53
7.07
13.62
3.52
1.89
1.58

$ 2 .7 6

Unit

Each machine class will have small rounding errors in their allocations
depending on the number o f decimal places to which the initial calculation is
taken. The authors used two decimal places.

[7] Note total ties to the traditional method (differences (6) are due to rounding)

.369 x $8,601 = $3,174

[6] The polyfilm proportion for each product is found in Table 5.

$15,324/158 = $96.99 per setup
$96.99 x 53 = $ 5,140

[5] From Table 4

2,701
1,651
1,075

_______

.0286 X $10.01 x 134,878 = $38,614
(material cost/unit) (volume)

]

$ 3 ,1 7 4 [6

Polyfilm

[4] The scrap rate per product is found in Table 2

$ 11,129

________

2,003
1,002
1,558
1,447

$ 5 ,1 1 9

Class
2c

Table TN-2
Second Stage Allocation
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As part of the analysis, students will be required to make choices in allocation bases. The case attempts to bring
some of the gray areas of cost system design into the classroom. For example, in question 7(a) the student must
consider the cost of trucking. Some students will volunteer the observation that distance is somewhat arbitrary
and not related to the inherent nature of the product. If the plant were redesigned, some machines would be
closer to the component source than before while others would be farther away. In other words, some of the
trucking cost is a function of plant design, not the inherent characteristics of an individual product.
The number of components appears to be causally related to the trucking activity. In actuality, American
multiplied the number of components used by each machine times the distance required to deliver the components
to arrive at the allocation basis for transportation.
The discussion of set-up time in part 7(b) requires the student to consider whether or not all setups are equal
in complexity (length of time required to complete a changeover) Most students will say that the "number of
setups" is an appropriate allocation basis if setup times are equal; however, "setup time" must be used if some
setups are major while others are minor.
Part 7(c) seeks students to consider the consumption rate of the indirect material "polyfilm" when assigning
the cost to products. Since the construction requirements, such as the number of components, differ across the
product line, polyfilm is not consumed at an equal rate by all products. Thus, as shown in the case, the
requirements for each type of tire are given by the industrial engineer for the purposes of cost allocation.

Question 8. Compare the ABC cost of each product to the traditional cost as calculated in Question 4. What
is the percentage change for each product?
How can you explain the changes? Are they consistent with your understanding of the resources consumed
by the various products?

Table TN-3
Traditional Versus ABC Assembly Department Cost

Product

Regular 1
Regular 2
Special 1
Special 2
Premium 1
Premium 2
Premium 3
Truck 1
Low 1
Low 2

Traditional

2.86
3.08
3.24
4.26
4.19
6.17
12.76
3.64
1.54
1.28

ABC

2.76
3.08
3.33
4.22
4.53
7.07
13.62
3.52
1.88
1.58

Percentage
Change

-3%
0%
3%
-1%
8%
15%
7%
-3%
22%
23%
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Traditional Versus ABC Assembly Department Cost

PERCENTAGE
CHANGE

Percentage Change

Reg1 Truck1 Spec2 Reg2 Sped Prem3 Prem1 Prem2 Low 1 Low 2
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Key Points
To best discuss this question, have the students focus on the extremes of the distribution. For example, the
products that were most harmed by the ABC analysis were the Low tires. A reasonable explanation for this result
is that Low tires were produced on older machines, thus incurring a disproportionately large share of the
mechanical delay costs. Additionally, the exceptional trucking requirements caused the manufacturing costs to
increase far beyond the estimates provided by the traditional system. Further raising the unit cost of the Low
tires was the low volume of production over which to spread the cost of trucking and mechanical delay costs
associated with the product line.
The two products that were most helped, Regular 1 and Truck 1, benefitted by spreading the high volume
of these products over the costs of manufacture. The traditional cost system caused these products to subsidize
the lower volume tires in the line.

Question 9. What are some courses of action that management may pursue in order to improve the overall
profitability of the company? For each recommendation describe both a potential positive and negative outcome
that may result from the action.
Key Points

This part of the assignment attempts to move the student from the cost accounting role into the role of the
manager who must make strategic decisions based partly on data provided by the cost accounting system. There
is no one right or wrong answer to this part of the assignment; however, it should be interesting to the student
to understand what American actually did under these circumstances.
We like to stress that accounting data are actually only a part of any decision regarding changes in the
manufacturing process or product line. Additionally, now that the student has had the opportunity to actually
design a system and calculate a product cost, they should much more fully appreciate the somewhat arbitrary
nature of product cost allocation. Hopefully, after completing the case, students will begin to question the
accuracy and assumptions underlying product cost figures. Students should be less likely to trust cost figures
carried out to three or four decimal places.
Given the facts and assignment questions in the case, students are directed to the following possibilities. The
following is not a comprehensive set of potential actions; however, it represents the major elements considered
by the company in light of the complexity study.

a) Keep or discontinue certain products within the line, i.e., Premium, Truck, Low, etc.
Positive outcome — If the low-end product is discontinued, capacity would be released for the manufacture
of high performance tires, which the industry projects will experience a growth market.
Negative outcome — A future growth market for high performance tires may do little to currently replace
lost cash flows from discontinuing the low-end product line. As with a price increase, a loss of revenue
would be felt immediately. Substantial doubt exists whether the market in North America could absorb the
volume of Premium tires since the industry currently operates in a state of overcapacity.

b) Redesign the factory floor to be consistent with the concepts of Just-in-Time (JIT) manufacturing.
Positive outcome — Capital investment in the form of new manufacturing equipment for low-end tires
would reduce much of the overhead cost associated with mechanical delay. Additionally, trucking costs could
be reduced with a capital outlay to improve the process flow.
Negative outcome — Since much of the trucking cost and mechanical delay costs are associated with the
low-end products whose long-term market viability is questionable, the wisdom of a capital investment to
improve the manufacturing process is doubtful.
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c) Increase the price on products that are identified by the study as possessing narrow or negative profit margins.
Positive outcome — The prices on certain low or negative margin products could be raised on a test basis
to determine whether an acceptable margin (measured by product profitability and Return on Investment)
could be earned. Certain low grade products, such as Low tires, have experienced a decline in demand, thus
some manufacturers have discontinued these lines. If supply is declining at a faster rate than demand, perhaps
a price increase would be possible.
Negative outcome — If the demand curve for low-end tires is elastic, American could experience an
immediate loss of revenue as a result of a price increase. If the market reacted negatively to a price
increase, fast action would be required on the part of the company to contain costs.

CONCLUDING REMARKS
The management of American Tire Company considered the results of the complexity study together with other
information concerning demand, production capacity, etc., and decided to eliminate the Low tires from the line.
Additionally, management was surprised to learn that margins on the high performance tires (the premium line)
were not as high as originally thought. While cost data were not used exclusively for strategic decisions
concerning dropping lines or pricing, the information supported some of management’s prior beliefs about
resource consumption within the plant.

CASE EXTENSIONS
Further insight into the case may be gained by referring to Albright and Sparr "Activity-Based Management for the
Labor Intensive Manufacturer: A Field Study." (Workpaper — Forthcoming in the Journal of Managerial Issues.)
SUPPLEMENTARY READINGS

Albright, T. and R. Sparr. Forthcoming. "Activity-Based Management for the Labor Intensive Manufacturer:
A Field Study." The Journal of Managerial Issues.
Cooper, R. 1990. "Cost Classification in Unit-Based and Activity-Based Manufacturing Cost Systems." Journal
of Cost Management (Fall): pp. 4-14.
__________ . 1988a. "The Rise of Activity-Based Costing—Part One: What Is an Activity-Based Cost System?"
Journal of Cost Management (Summer): pp. 45-54.
__________ . 1988b. "The Rise of Activity-Based Costing—Part Two: When Do I Need an Activity-Based Cost
System?" Journal of Cost Management (Fall): pp. 41-48.
__________ . 1989a. "The Rise of Activity-Based Costing—Part Three: How Many Cost Drivers Do You Need,
and How Do You Select Them?" Journal of Cost Management (Winter): pp. 34-46.
__________ . 1989b. "The Rise of Activity-Based Costing — Part Four: What Do Activity-Based Cost Systems
Look Like?" Journal of Cost Management (Spring): pp. 45-54.
__________ ., and R.S. Kaplan. 1988. "Measure Costs Right: Make the Right Decisions." Harvard Business
Review (September-October): pp. 96-103.
Garrison, Ray H. 1991. Managerial Accounting Sixth Edition. Homewood: Irwin. Greenwood, T., and J. Reeve.
1992. "Activity-Based Cost Management for Continuous Improvement: A Process Design Framework." Journal of
Cost Management (Winter): pp. 22-40.

Copyright 1993 by the American Institute of Certified Public Accountants (AICPA) and donated to the public domain for educational use.
Cases developed and distributed under the AICPA Case Development Program are intended for use in higher education for
instructional purposes only, and are not for application in practice. The AICPA neither approves nor endorses this case or any solution
provided herewith or subsequently developed.

AICPA Case Development Program

Kaplan, R. 1992.
pp. 58-63.

Case No. 93-07: American Tire Manufacturing: Applying Activity-Based Management/Costing ♦ 25

"In Defense of Activity-Based Cost Management." Management Accounting (November):

__________ . 1990. Limitations of Cost Accounting in Advanced Manufacturing Environment: Measures for
Manufacturing Excellence. Ed. R.S. Kaplan. Boston: Harvard Business School Press.
_________ . 1988. "One Cost System Isn’t Enough." Harvard Business Review (January-February): pp. 61-66.

King, A. 1991. "The Current Status of Activity-Based Costing: An Interview with Robin Cooper and Robert
S. Kaplan." Management Accounting (September): pp. 22-26.
Lamond, S. 1992. "Activity-Based Management: An Australian Perspective." Journal of Cost Management
(Summer): pp. 42-46.

Raffish, N., and P. Tumey. 1991. "Glossary of Activity-Based Management." Journal of Cost Management
(Fall): pp. 53-63.
Reeve, J.M. 1991. "Cost Management in Continuous-Process Environments." Journal of Cost Management
(Spring): pp. 22-34.

Roth, H.P., and F. Borthick. 1991. "Are You Distorting Costs By Violating ABC Assumptions?" Management
Accounting (November): pp. 39-42.
Smith, K., and J.M. Leksan. 1991. "A Manufacturing Case Study on Activity-Based Costing." Journal of Cost
Management (Summer): pp. 45-54.

Tumey, P.B.B. 1992. "Activity-Based Management." Management Accounting (January): pp. 20-25.
__________ . 1991. "How Activity-Based Costing Helps Reduce Cost."
(Winter): pp. 29-35.

Journal of Cost Management

__________ . 1989. "Using Activity-Based Costing to Achieve Manufacturing Excellence." Journal of Cost
Management (Summer): pp. 23-31.
__________ ., and B. Anderson. 1989.
Review (Winter): pp. 37-47.

"Accounting for Continuous Improvement."

Sloan Management

Copyright 1993 by the American Institute of Certified Public Accountants (AICPA) and donated to the public domain for educational use.
Cases developed and distributed under the AICPA Case Development Program are intended for use in higher education for
instructional purposes only, and are not for application in practice. The AICPA neither approves nor endorses this case or any solution
provided herewith or subsequently developed.

AICPA Case Development Program

Case No. 93-08: Wholesale Grocery Distributors (WSGD): Analyzing Product and Customer Profitability ♦ 1

WHOLESALE GROCERY DISTRIBUTORS (WSGD):
ANALYZING PRODUCT AND CUSTOMER PROFITABILITY

Paul A. Dierks, Associate Professor
Wake Forest University, Winston-Salem, North Carolina
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Wake Forest University, Winston-Salem, North Carolina
Anita Huffman, Assistant Controller
Wholesale Grocery Distributors, Inc.

The monthly meeting on performance review had just concluded. As a parting comment to those few managers
still in the room, Reggie Brooks, President of WSGD, repeated the concern he expressed in the meeting, "I know
some customers are not as profitable as others, but some of these customers have been with us for thirty years.
I won’t drop them without good reason." Fred Sharman, Vice President of Operations, wondered if he could
provide Reggie with the data to determine the net profit of individual customers.
THE WHOLESALE GROCERY/WHOLESALE FOOD DISTRIBUTORS INDUSTRY

The Current Industry Situation. The wholesale food industry is a $100+ billion industry made up of both large
and small, public and private companies. The four largest companies account for 40% of total industry sales.
Recently, the wholesale food industry has been showing signs of excess capacity and eroding margins and
profits. These characteristics, along with the increase in the number of mergers and acquisitions, the growing
need to address niche markets, and increased cost-based competition, are indicators of a mature industry.
Surviving in a mature industry depends on how effectively a company meets changing marketplace demands and
the competition. Changes that must be faced include non-traditional competition, such as warehouse clubs, mass
merchandisers, and deep-discount drugstores, and the shift away from traditional buying and merchandising
practices. Strategic planning, new technology, an emphasis on high quality, and best practices will be success
factors.
Also, cautious consumers are economizing by switching to cheaper brands, purchasing private label products,
and holding out for the bargain purchase. Although industry sales have grown (5.6% annually over the past ten
years), the growth has been weak.
Upward spiraling health care costs contributed to an overall hike in compensation expense. In 1992, total
industry-wide compensation jumped to 51 % of gross margin dollars, compared to 46% the previous year. Small
wholesalers were particularly hard hit, with total compensation rising 11% over the previous year’s number.
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Transportation costs comprise 30% of a food distributor’s total costs, and were up 7.1% in 1991. A $.045
increase in fuel costs contributed to this jump.

Consolidations. Numerous consolidations characterized the wholesale food industry during the past decade. The
attractiveness of consolidation lies in its improved economies of scale, increased purchasing power, expanded
technological expertise, greater financing capabilities, and enlarged customer base. These characteristics are
necessary to compete in an increasingly competitive environment. As the environment toughened, smaller
companies found it difficult, if not impossible, to finance the increasingly high level of automation and technology
needed to compete. These small companies lacked the large customer base needed to pass on escalating costs.
As a result, consolidation became the only way to survive.
Consumer spending appears to be on an upswing and the overall outlook is good, especially for larger
distributors. However, increasing competitive pressures will force distributors to forego significant price
increases. In addition, smaller companies will continue to struggle to improve their earnings as they lack the
funds necessary to institute cost cutting efficiencies and to buy the automation needed to compete successfully.
As a result, further consolidation is likely.
Members of the industry also face pressures from other parts of the supply chain. Manufacturers are leading
a movement toward Every Day Low Pricing (EDLP) and trading partners up and down the supply chain are
starting to adopt the process of Efficient Consumer Response1 (ECR).
COMPANY DATA

Wholesale Grocery Distributors (WSGD), a wholesale food distributor, is a subsidiary of James Lyon, Inc., a
privately held, family owned business. WSGD supplies a complete range of food, grocery, tobacco, and health
and beauty products to 755 customers (stores). Its customer base lies predominantly within a 250 mile radius
of WSGD’s main warehouse in Winston-Salem, N.C. While sixty percent of all customers are within 100 miles
of the main warehouse, a small number of WSGD’s customers are up to 325 miles away. The customer base
ranges from 425 single outlet, independent stores to a 52 store chain.
WSGD has 985 employees, including 238 truck drivers, 286 administrative and other support personnel, and
461 warehouse employees in the Winston-Salem distribution center. The Winston-Salem warehouse has 750,000
square feet, including approximately 142,000 square feet for access space, maintenance services and
administrative support space. The company has an additional 100,000 square feet of off-site storage space for
dry grocery items. WSGD operates 7 days a week, two shifts per day. Warehouse receiving occurs primarily
in the morning, and shipping takes place primarily in the afternoon and evening.
WSGD’s total annual sales exceed $700 million, and customer volume varies from a few thousand dollars
to over $200 thousand per week for some customers. The company uses its own trucks and trailers for all
deliveries. A customer may have anywhere from 1 to 10 deliveries per week based on a regular delivery
schedule mutually agreed upon by WSGD and the customer. About 700 delivery trips are made per week with
an average of five stops per trip. Current policy is to ship a truckload regardless of the number of stops, so a
variety of product categories may be included in each shipment. They also attempt to combine deliveries with
backhauling.
The daily delivery schedule determines the deadlines for receiving customer orders. If WSGD does not
receive an expected order on time, truck departures could be delayed, but company does not charge a penalty
fee on orders placed late.
WSGD derives most of its revenue revenues from the invoiced cost of items sold, plus a service fee (an
"upcharge"). This fee is based on a sliding scale of the dollar volume of goods delivered per week. Industry
practice in the south is not to charge a delivery fee based on distance. The rational being that the customer
should not bear an extra cost because of where the distributor decides to place its warehouse.

1 Terms in italics are defined in the Glossary to the case.
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Grocery, dairy and frozen foods each has its own service fee schedule. WSGD sets these service fee
schedules according to "the competition". Although these schedules have not changed in the last nine years,
WSGD is considering an increase of .2% to .5%. Meats, produce, and non-food items (general merchandise,
health-beauty care, supplies, and tobacco) are billed using a fixed-fee and, on perishable items that are direct
store delivery (DSD), a markup is included in the delivered price of an item. A few customers (about ten
percent) are billed strictly on a fixed-fee basis. Individual customers are also charged fifteen to twenty-five per
week to service their account.
In addition to its revenues from deliveries to customer stores, other operating and buying activities like
backhauling, volume buying and "deal making" can have a significant affect on the "inside margin," which
directly affects the overall profits of the firm, and the profits on individual customers. As it is with the rest of
the wholesale grocery industry, the "in-house margin" makes up a considerable portion of the profits earned.
For WSGD, the in-house margin makes up about one-third of their profits, and the in-house margin is much
higher on small firms. The combined financial affects of these elements are referred to as "bill-backs," and they
are incorporated into each customer’s account as part of the accounting adjustments made in the month-end
closing.
Although never established in fact, WSGD managers have felt that the thin profit margins built into their fee
schedules are not sufficient to cover all customer support, warehouse handling and delivery expenses. Thus,
WSGD’s managers believe their customers are profitable due to WSGD’s backhaul revenues, deal making
profits, and volume buying.
Aside from a threshold level of a minimum of five thousand dollars per delivery, and at least one delivery
per week, no clear guidelines exist for deciding whether to add new customers. The level or the quality of
service provided, the potential for increased volume by the customer, the future exposure to new business through
a new customer, backhaul opportunities, the effect on overall volume of WSGD purchases, and whether a
competitor currently supplies the customer are all factors that affect the final determination of whether to add a
customer. WSGD does not routinely reevaluate customers once they are brought on board.
WSGD rarely, if ever, drops a customer. Managers are strongly customer oriented and pride themselves on
their loyalty to "the customer," regardless of size. As long as there is a positive contribution from a customer
(gross profit, plus bill-backs), and a fee to maintain the account, management will "stick with the customer".
The primary rationale is that a greater volume of purchasing power is better, and there is always the potential
for increased volume by even the smallest customer.
Currently, when deciding whether to accept a new customer, management makes cost estimates for warehouse
handling and transportation. The director of sales uses an estimate of $.35 cents per stock-keeping unit (SKU)
for warehouse handling (including average warehouse labor of $.14 cents per SKU) and $1.50 per mile for
transportation. The cost per mile is a monthly average cost of all truck related expenses such as gas and oil,
tires, tax and license fees, and payroll costs of drivers, including payroll taxes and benefits. The cost per stop
at a customer’s store has not been determined.
CURRENT REPORTING SYSTEM

WSGD prepares monthly income statements showing the results for the current month and cumulative results to
date. Exhibit 1 is the annual income statement for the fiscal year ending July 3, 1993. (WSGD operates on a
52 week year, with 13 weeks per quarter, which include two 4-week operating periods and one 5-week operating
period.) Exhibit 2 is a schedule of the supplementary expenses that make up the Administrative area of the
income statement.
Daily and weekly reports on product profitability, and monthly and quarterly reports on customer profitability
are prepared. These reports compare sales volume to invoiced amounts to determine a gross profit amount and
a gross profit percentage by product category and by customer. Transportation, warehouse handling, and
customer support costs are not a part of this customer profitability analysis.
The gross profit per customer varies over a wide spectrum. Figure 1 is a graph of the relationship between
cumulative profits and the cumulative percentage of customers.
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The Problem. The industry is becoming increasingly competitive, and profit margins are being squeezed. The
emergence of an "everyday low price" (EDLP) concept and an Efficient Consumer Response (ECR) in the
wholesale food industry, place increased pressure on profits. While management is planning for growth, they
want to redeploy existing resources to support that growth. A major part of the re-deployment requires an
understanding of the cost to service existing customers.
Managers are sure they are over-servicing some customers and under-servicing others. However, other than
knowing the gross profit per customer (total sales revenue less invoiced costs and bill-backs), little information
is available on determining the net profit of a specific customer. As an example of this problem, WSGD recently
raised its fee structure for small customers, hoping some of them would "go away". They didn’t. Which raised
the question that WSGD may be underpricing its deliveries to the small customers.
The underlying issue is determining the cost of picking, packing, and delivering a customer’s order. Back
haul, deal making, volume buying, and added services increase the complexity of the cost analysis.

THE COST STUDY
As a direct response to the President’s concern over dropping any long-term, loyal customers, Fred Sharman
sought the services of some MBA students from Wake Forest University who do field study projects as part of
their studies. No student teams were available, but two accounting faculty members formed a study team and
agreed to work on the project. The study team visited WSGD’s warehouse for a tour of the facilities, and
introductions to key operating personnel, including Rita Hoffman, the accountant for WSGD.
The primary objective of the cost study was to obtain specific customer-related profit and cost information
for making decisions concerning pricing, adding or dropping customers, defining the market area served and/or
the product mix delivered. To accomplish this objective, it would be necessary to more accurately determine the
cost to provide the different product categories, the cost of handling a customer’s order through the warehouse
by product category, the cost of delivering orders to individual customers, and possibly, to relate non-sales
revenue (backhauling, deal making, etc.) to individual customers.
The study team began its work by "walking through" the order-filling process. Interviews were arranged with
the department head of each department in the process. Rita Hoffman would be their contact person for
answering questions and to provide them with whatever financial and operating information they needed.

THE ORDER-FILLING PROCESS

The order-filling process begins when the customer records their purchases in a hand held TELEXON terminal
while walking the aisles of their store. WSGD leases the hand held machines to their customers to allow
electronic order placement directly to WSGD via telephone lines. Customers use an 800 number to transmit their
orders. The company receives the electronically transmitted orders on one of two TELEXON terminals located
in the Customer Service area. One terminal is for North Carolina customers, and one for all other customers.
Several of the larger stores transmit their orders directly to the corporate information system. About 99 percent
of the orders from WSGD’s customers are received through the TELEXON terminals or are sent directly to the
corporate office.
Orders received in the Customer Service area are batched and sent to the corporate office six times per day.
After receiving the orders, the corporate information system disperses the orders to the proper product category
files (e.g., grocery, produce), where they are combined with other customer orders to prepare a billing and
delivery schedule. Each order has a predetermined delivery date. The meat system is separate from the rest of
the products.
In addition to the regular volume of about 6,000 orders per week, Customer Service also handles call-ins,
which are "add-ons" to orders previously received. The department will then call the dispatcher to see if it is
possible to add the products to the order. If they can be, Customer Service generates a hand bill (invoice) to be
added to the original invoice for the customer. Customer service also takes orders for shelf tags, which WSGD
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prints out on a weekly basis at the corporate office. These tags could be used for shelf price changes or
promotional campaigns. The charge to the customer depends on the number and size of the tags ordered.
Customer Service also handles customer complaints and responds to informational questions from customers.

Dispatching. WSGD has four people working in the Dispatching Department. This group receives the list of
goods ordered by customers (called "billings") from the corporate information system, and, using that data,
"makes" the loads to be delivered that day. Jerry Kenny is head of the Dispatching Department.
The corporate information system prepares several billings per day. A billing is a listing of items to be
delivered, the load to be dispatched (by truck), and the pick list used to pull items from shelves and load them
on the pallets that are put into a staging area on the loading dock. Generally, there are four billings per weekday,
and three per day on weekends. At a certain point in each day, a "cut-off" is set so a load can be set for a truck,
and a delivery route and time schedule established.
WSGD makes up a "proforma" schedule of truck routes and delivery stops based on a history of the type and
amounts of goods delivered to customers, and the agreed upon delivery schedule. A week’s worth of "expected"
trip sheets are printed on the Thursday prior to the week when shipments are made. After an actual order has
been received, it is combined into a billing, along with other orders received up to that point in time. When a
billing is released, the following information is sent to the warehouse:
—

Totals of the goods to be sent to each customer that day, organized by truck load on a designated route.

—

Picking lists for pallet-sized amounts of goods ordered by a customer.

Information sent to the dispatcher shows the order in terms of the number of cases, the weight, and the cubic feet
it takes up. The dispatcher uses this information to fill each truck to the maximum limits allowed (either weight
or "cube"). The dispatcher revises the proforma schedule to reflect the specific orders placed that day. After
finalizing the goods to go on each truck, the information is sent to the staging area to complete the loading
process. After the truck is loaded, the driver starts out on the designated route.
Picking and Loading. When the picking lists are received in the warehouse, a worker takes one, punches out
on a time clock, and boards a pallet jack (similar to a fork lift). The picking list has the slot number and quantity
of items to get. The picker proceeds through the list of items, in the specified order, travels to the areas
designated on the picking list, and picks up the amount of goods indicated. Traffic in the aisles is one way, but
the warehouse has wide aisles to allow pickers to pass each other, if necessary. The picker must travel the full
warehouse whether one item or many are picked, thus, the travel time is virtually constant for each invoice. Any
differences are in the picking time.
As part of the billing run, a standard time is calculated for filling each pallet. The time standards that are
set for the picking operation are quite detailed, since they include all aspects of picking. For example, the
standards for a repack order selection of candy includes 40 TMUs (Time Measurement Units) to obtain a
document that identifies the items to be picked, 11 TMUs to place a document in reading position, 11 TMUs to
scan the document, 21 TMUs to set the document down, and the TMUs for every identifiable motion to pick and
pack a specific order. (Note: 28 TMUs equal one second). This includes stacking items and wrapping them in
plastic if the order is put on a pallet.
The standards come from a matrix that decides how to fill a 70 cubic foot pallet with the specific goods
ordered, which is then printed on each picking list. The company’s incentive pay is structure around these
standards. The picker punches the time on a ticket when picking starts, and again when the picking is complete.
An incentive in the form of a bonus is paid on a weekly basis to anyone able to pick faster than the standards
allow. Pickers have reached select rates exceeding 160% of standard.
Delivery. The driver delivers the product to the customer and picks up any returns, crates, and pallets from the
customer. WSGD is also involved in recycling and the driver will pick up bailed cardboard and bundles of
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plastic shopping bags from the customer. The company receives a service fee for re-cycling the cardboard and
plastic bags. WSGD splits the revenue from this recycling with their customers.

Backhaul. Backhauling opportunities can be a significant factor in a decision to start servicing a new customer.
This changes the focus from one of customer profitability to overall round trip profitability.
Backhauling is important to WSGD because the purchase prices quoted by suppliers include shipping costs.
If WSGD can pick up the products with their own trucks, they receive credit for the shipping costs (backhaul
allowance). If a truck returning from a customer delivery will pass near a supplier’s facility, then there is no
added cost due to the backhaul. A backhaul is not undertaken unless they expect the allowance to cover the
loading and unloading costs. Mileage costs are irrelevant since the return trip must be made. No credit is given
to customers for backhaul. The net proceeds of backhauling goes to WSGD gross profit. Approximately 35%
of all goods received at WSGD are obtained through backhauls by company-owned trucks.
Transportation. WSGD owns approximately 120 tractors and 220 trailers. They have a policy of replacing a
tractor every three years. This practice avoids the higher maintenance costs and lost capacity (due to repair time)
of older vehicles. The trailers are 45 to 48 feet long and are of one of three types: dry, refrigerated, and wedge
(combination dry and refrigerated). About 90% of WSGD’s trailers are refrigerated.
Along with backhauling, loading trailers to eliminate as much empty space as possible, is a critical factor of
success in the grocery wholesale food business. WSGD prides itself on its performance in these areas. The focus
of the truck loading and the burden of making "on-time" delivery, falls on the dispatching function of WSGD.
Fred Sharman emphasized the importance of the transportation element in stating, "We are very good at sending
out trucks that are full, and at booking backhaul loads. Essentially, we are in the trucking business".
Inventory and Storage. As important as transportation is in WSGD’s operations, the loads could not be made
up on time if the warehouse did not do its job well. Minimizing the response time for filling a customer order
is another of the critical factors in WSGD’s emphasis on quality customer service. Harry Burnside, the
Warehouse Manager, proudly offers that "a customer order received by 5 AM is on a truck by 3 PM that day".
And this is no small feat considering that 200-odd drivers must be scheduled for 100-plus trucks, to make 100
delivery runs a day in response to over 700 customers placing nearly 1,000 orders a day.
The warehouse is physically divided into the nine main product categories WSGD provides to its customers:
grocery, dairy, frozen, tobacco, health and beauty care products, general merchandise, supplies, meat, and
produce. Frozen foods place more demand on WSGD’s resources than other product lines. The working
environment, a large freezer, is more expensive to maintain than other sections of the warehouse. Freezer
workers receive a small hourly bonus and are also given a ten minute break for every fifty minutes in the freezer.
In spite of the cold, working in the freezer area is one of the most desirable warehousing jobs, and the workforce
is comprised of the most senior people at WSGD.
PRELIMINARY INFORMATION AND OBSERVATIONS

As the study team proceeded through their interviews with WSGD managers, the "facts", as viewed through the
discerning eyes of two accountants, didn’t match well with the WSGD manager’s expressed "beliefs" of customer
profitability. It was akin to an "auditor’s itch" that further work was needed. No particular element was itself
material, but the accumulation of all "the little things" seemed to be exceeding an acceptable level of materiality.
The following sections relate the observations made on various aspects of WSGD’s operations.

Sources of Profit. The primary source of profit for WSGD is the "upcharge" added to the invoiced cost of the
goods sold to a customer, however, the same "upcharge" schedule, based on a sliding scale of sales volume by
product category, is applied to all customers, regardless of the delivery distance traveled, or the support services
provided. But, WSGD managers felt the thin profit margins built into their fee schedules were insufficient to
cover the costs to handle and deliver products to customers.
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Currently, gross profit is the basis for most customer decisions, where gross profit is looked at in total by
customer. WSGD also looks at total gross profit by product category, e.g. grocery, produce, etc. However, it
appears that much valuable decision making information is lost if WSGD can not determine the net profitability
of individual customers, including the costs of handling and delivering their volumes and mix of products.
During a visit to WSGD, Rick Youdel, Director of Sales, indicated that a customer may not be profitable on
its own but their incremental volume may put WSGD into a higher volume bracket, yielding bigger volume
discounts and better purchasing deals and increasing overall company profitability. Youdel also revealed that
seldom, if ever, does WSGD say "No" to a new customer, and existing customers are rarely, if ever, dropped.

Delivery Costs and Sales Volume Delivered. The $1.50 per mile estimated cost of truck operation was obtained
by adding "a little something" to the actual average cost per mile for operating WSGD’s fleet of trucks.
However, little, if any attention was paid to the amount of miles needed to make a delivery—and some customers
are located over 300 miles from Winston-Salem. Again, the rationale was that any amount sold adds up to a
higher purchasing volume for WSGD, and every customer is a potential source of another new customer.
Apart from reading it directly off a map, it was extremely difficult to determine the miles traveled between
deliveries on a route. This data is recorded on a route sheet filled out by each driver, and on the trip master
recorder on each truck, but that data is not transferred into WSGD’s computer system. For some unknown
reason, the mileage "built into" the proforma delivery routes, was not directly accessible.
Ranking of Customers By Amount of Gross Profit. A ranking of customers in terms of gross profit disclosed
that 90% of the gross profit comes from 50% of the customers, or, conversely, only 10% of the gross profit
comes from the lower 50% of the customers. (See Figure 1, presented earlier.) Also, the lowest 10% of
customers (71) had an accumulated gross profit of $11,597 a month, or an average of $163 per customer per
month — prior to deducting any warehouse handling or transportation costs, and any other administrative and
overhead expenses.
Another interesting observation concerned the threshold "rule" for adding new customers: $5,000 in sales
a week, with at least one delivery per week, plus the promise of future sales growth. In one recent month, 36%
of the customers (256) had sales less than $20,000 per month, or $5,000 per week. (There was no indication
of the number of stops involved.)
Labor Cost Per SKU. Other than estimates of $.35 per SKU for warehouse handling, including $.14 cents for
labor costs, and $1.50 per mile for truck deliveries, little detail was available on warehouse and transportation
costs. A breakdown of the warehouse total recap report for labor for fiscal 1991 showed an average cost of
$0.145 per case (SKU). However, the costs within each product category varied widely around this level. (See
insert below.) It was apparent that the product mix processed for a customer could significantly affect the
profitability of that customer.

Overall Profitability. WSGD has historically analyzed profitability using gross profit, by either customer or
product category, or of the firm as a whole. WSGD’s financial and operating performance slightly exceeds
industry-wide benchmarks, but were almost identical to the median values of similar sized firms (in sales volume)
as revealed in the Distributor Productivity and Financial Report distributed by the National-American Wholesale
Grocer’s Association (NAWGA). Thus, except for the industry’s concern for implementing the every day low
price (EDLP) and Efficient Consumer Response (ECR) concepts, there didn’t seem to be a need to analyze profit
further than what had already been done.
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Warehouse labor cost per SKU
Tobacco

$0.014 per SKU

Non-food

$0.056 per SKU

Meat

$0.202 per SKU

Dairy

$0.028 per SKU

Produce

$0.246 per SKU

Frozen

$0.175 per SKU

Grocery

$0.284 per SKU

THE MAGNITUDE OF THE PROBLEM

In a recent month, WSGD, had a monthly gross profit of $5 million, on a sales volume of $57 million. The gross
profit is accounted for as:
1.1
Warehouse Expenses =
.9
Transportation Expenses =
1.2
Administrative Expenses =
.3
Other Expenses =
$1.5
Profits, Before Tax =

Million
Million
Million
Million
Million

The first four expenses must be distributed to customers to determine their net profitability. Together, they sum
to $3.5 million per month, or about 6.1 % of total monthly sales. While, as a percentage, it doesn’t seem like
much, on a profit margin that is usually well under two percent, the effect of every dollar of operating expense
is critical.

THE FOCUS OF INQUIRY

Considering the above observations, the study team decided to apply activity analysis to several existing average
costs or processes, e.g., warehouse handling costs per SKU, truck operation per mile, and drop charge per stop.
The underlying issue is to determine the cost of delivering a specific mix of goods to a specific customer.
Understanding this cost may provide a basis for limiting the market area served, establishing clear criteria for
adding or keeping a customer, or developing incentives to alter customer ordering behavior.

Implementation of the Study. Sales and invoiced cost data were examined for one month. Using this data,
customers were ranked on the basis of their gross profit in the period. This analysis provided the observations
about relative profitability cited earlier.
Activity-based costing concepts were applied to relate warehouse and transportation expenses to the activities
in each area. This process allowed for a "reasonable" distribution of costs to product lines. One example of this
type of distribution relates to storage costs. It is common to treat storage space as in indirect cost. The
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depreciation or rent on a storage facility are usually fixed, regardless of product demand. However, the cost of
space required for each broad category group can be reasonably estimated. Space needs can be calculated based
on the major factors affecting storage: SKU volume, turnover rate, units per pallet, pallet position stacking
height, and honeycomb factor. Exhibit 3 contains the information necessary to calculate the direct storage space
required for each product category.
Transportation costs present a special problem due to the complex interaction of factors that enter into a cost
analysis. A refrigerated truck will cost more per mile to operate than a non-refrigerated truck. Also, a truck
carrying the maximum weight allowed will cost more per mile to operate than a truck with a lighter load.
Combining these factors with the fact that a customer may be on a different delivery route each day, makes it
difficult to determine the transportation costs attributable to a specific customer.
Truck delivery activity was also analyzed for a two week period. This time period was selected since every
customer receives at least one shipment in a two week period. Special provisions had to be made with the
computer staff to capture the orders included on each truck dispatched (sales and invoiced cost, prior to billbacks) since WSGD does not retain this detailed level of information on truck activity for more than one day.
(The data processing personnel re-use the truck load tapes of the prior day.) Using this data, high variability was
observed in the gross margin percentages per load by product category, and by size of customer. Large
customers had margins between 2½ to 4%, while small firms had mainly 4 to 8%, with some at 11 to 13%.
The utility of the delivered load information was greatly reduced by the fact that no mileage data was
provided for the trips reported; thus, it was not determined how much truck operating cost was expended for
deliveries to specific customers. As it turned out, WSGD does not capture mileage information on the distance
traveled to each customer’s location. It is reported on route sheets that are turned in by drivers, but it is not
entered into the computer system. Since the distances transported were not available, it was decided that the
study team would concentrate its efforts on a cost study of the warehousing operations of WSGD. Delivery costs
would be analyzed separately at a later date.
Administrative and Other Expenses are often not directly related to activities. These amounts must be
allocated, by traditional allocation methods, to other categories and other parts of the organization. When
possible, logical allocation bases were identified for Administrative cost categories. Exhibit 3 contains the activity
driver information needed to assign these costs.

Figure 1
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EXHIBIT 1
Wholesale Grocery Distributor (WSGD)
Income Statement for the Year Ended July 3,1993
Sales:

% of sales
Grocery
Dairy
Frozen
Tobacco
Non-Foods
General Merchandise
Produce
Meat
Supplies

297,997,561
38,132,927
82,479,268
48,763,415
37,300,000
14,998,780
77,076,829
93,221,951
7,029,268

DSD

697,000,000
20.363.415

Cost of Goods Sold
Deal and Back Buying

672,033,225
(9,802,439)

717,363,415

662,230,786

Gross Profit

Administrative and Selling Expenses:
Warehouse
Salaries and Wages (floor workers)
- Facility Maintenance
- Shipping Supplies
- Battery Room
- Warehouse Sanitation
- Outside storage maintenance costs
Transportation
- Drivers
- Vehicle
- Dispatching
- Other

Administrative
- Marketing
- Human Resources
- Utilities (warehouse and storage)
- Professional Services
- General
- Other
Selling
Depreciation
Corporate information service charges
Interest

Other income
Profit before tax and corporate allocations
Corporate allocations
Pretax profit
Income taxes @ 0.33469
Net Income

55,132,629

93.68%
-1.37%
92.31%
7.69%

10,686,978
243,000
288,265
608,400
568,293
114.634
12,509,570

1.74%

11,471,398

1.60%

13,524,782
2,423,171
2,728,049
3,292,683
2.584.146

1.89%
0.34%
0.38%
0.46%
0.36%
-6.77%
0.36%
1.34%
-0.27%
1.07%
-0.36%
0.71%

6,426,000
4,304,878
612,000
128.520

1,232,410
2,277,722
920,732
4,813,411
3,903,659
376.829

(48,533,779)
3.026.585
9,625,435
(1,959,756)
7,665,679
(2.565.627)
5,100,052
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EXHIBIT 2

Wholesale Grocery Distributor (WSGD)
Income Statement for the Year Ended July 3, 1993
Supplemental Information
Deal and
Back Buying

COGS

Grocery
Dairy
Frozen
Tobacco
Non-Foods
General Merchandise
Produce
Meat
Supplies
DSD

Marketing
- Buyers
- Buyers (clerical)
- Printing and Advertising

281,395,242
36,008,429
76,440,471
46,887,899
34,827,264
13,122,293
69,127,201
89,037,203
6,384,440
18,802,784

5,832,927
941,463
1,253,659
762,195
553,659
124,390
146,341
182,927
4,878
0

747,500
209,300
275.610
1,232,410

Human Resources
- Wages
- Bonus
- Insurance and Benefits
- Contributions
- Travel and Entertainment

96,341
843,902
861,868
365,854
109.756

2,277,722
Utilities and Phone
- Warehouse
- Outside Storage

887,805
32.927

920,732
Professional
- Payroll taxes and insurance
- Property taxes and other fees
- Professional services
- Bad debts

3,757,977
213,415
413,971
428.049

4,813,411
General
- Warehouse rent
- Outside storage rent
- Warehouse security
- Warehouse security salaries
- Outside storage security
- Office salaries and wages
- Miscellaneous

1,952,439
307,317
187,805
95,122
36,585
1,148,780
175.610
3,903,659

Other
- Cafeteria
- Retail Accounting

131,707
245.122

376,829
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Number o f buyer purchases
Pallets shipped per year

Number o f workers at 2,000
Hours per worker per year

Hourly wage rate
Total wages

Total labor hours
Total machine hours

Storage space required in square feet
Hours required to receive, pick, stage
and load 1,000 SKUs
Labor
Machine (forklift)

Pallet size
Honeycomb factor
Space per pallet position

Weighted average stacking height
Estimated number o f pallet positions

Estimated number o f pallets
- Pallet stacking height

-

Pallet data
SKUs per pallet
9 to 19
20 to 50
51 to 69
70 to 80
Weighted average

SKUs shipped
Inventory turns per year
Average number o f SKUs on hand

4,041
570,713

$11.14

12.55

24.10

0.25
16.66625 squarefeet

2,490
88,434

$11.50

2.85
1.49

70%
10%
0%

5%
15%

35.2

35.4

5%
20%
60%
10%
5%

5%
90%
5%
0%

10%
80%
10 %
0%

13.333 squarefeet

5

4

2
3

1

35
60
75

14

average

3,112,892
15.65

20,203,224
13.85

Dairy

Grocery

6,733
197,160

$12.30

15.00
7.45

5%
20%
65%
10%
0%

34.2

10%
85%
5%
0%

12.41

6,733,001

Frozen
Non-Foods

1,806
147,433

$12.91

1.48

3.00

5%

45%
45%

5%
10%

24.5

50%
50%
0%
0%

7,278
287,670

$11.67

4.75
0.85

0%
5%
70%
25%
0%

63.3

0%
5%
65%
30%

3,612,105 18,195,122
18.00
8.00

Tobacco

WSDG Operational Data

EXHIBIT 3

115,676

4,878

$11.67

4.75
0.85

0%
5%
70%
25%
0%

63.3

0%
5%
65%
30%

7,316,478
9.00

Supplies

1,143
54,212

$11.67

4.75
0.85

0%
5%
70%
25%
0%

63.3

65%
30%

5%

0%

3,428,911
13.85

General Mdse

2,681
217,608

$11.73

20.25
10.59

5%
0%

65%

10%
20%

30.8

20%
80%
0%
0%

6,702,333
80.00

Produce

TOTAL

83,955

1,381

$12.39

17.00
8.55

0%
20%
50%
25%
5%

32.9

10%
90%
0%
0%

32,431
1,762,861

2,762,132 72,066,199
30.00

Meat
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GLOSSARY OF TERMS
Backhaul: Picking up goods from a supplier on the return trip from a delivery. The purpose is to reduce the
total transportation expense of delivery, and to realize some additional revenue by carrying this load for less than
the amount of the manufacturer allowance for transportation.

Bill-backs-. After-the-fact refunds or discounts based on volume over a specific time period.

Direct Store Delivery (DSD): Items are delivered direct from a supplier to the customer’s store. No warehousing
is done by the distributor. Done for bread, cookies, and beer.
Efficient Consumer Response (ECR): A broad strategy to improve the efficiency of the grocery supply industry.
The objective is to improve service to the customer and reduce costs, inventories and physical assets.
Stock-keeping unit: A stock-keeping unit is the smallest unit of volume measurement for a product line. The
measure does not have to be the same for each product. For example, a case is the SKU measure for grocery,
but an individual item (such as a bottle of shampoo) is the SKU measure for non-foods.

Forward buying-. A concept whereby distributors can purchase a product from manufacturers at a firm, usually
low price, a definite distributor advantage in inflationary times.

Honeycomb factor. While generally used to measure lost storage space due to the way pallets are loaded, we also
use this factor to account for lost space due to the way pallets and stored. For example, when storing pallets
loaded with product, sometimes there are gaps of space or "hollow spots" on a pallet. Also, when storing pallet
in locations throughout the warehouse (slots), a small amount of space must be left on each side of the pallet so
it can slide into the slot. This empty space left between pallets is accounted for in our honeycomb factor.

Independent stores-. A retailer operating less than ten stores.
Inside margins: Monies received due to forward buys, diverting, and manufacturers’ trade promotions, etc. (i.e.,
revenue generating activities other than direct sales to retailers).

Pallet-. A pallet is a structure upon which goods are stacked for easy movement.
Pick list: A list of products to fill an order, arranged in the sequence of product location.

Slot number: Identifies the specific location of a product in the warehouse.
Street money: Promotional funds given by manufacturers, in an attempt to get more performance.

SUGGESTED READINGS

C. Berliner, and J. A. Brimson, eds., Cost Management for Today’s Advanced Manufacturing, HBS Press,
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Management. Summer 1990, pp. 5-6.
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Wholesale Food Distribution: Today & Tomorrow, National-American Wholesale Grocer’s Association, 1993.

SUGGESTED ASSIGNMENT QUESTIONS

1) Evaluate WSGD’s competitive environment. In light of their current situation, assess their approach to
measuring and evaluating profitability. Is there a need to make any significant changes in this approach?

2) Under WSGD’s existing approach to determining customer profitability, a small amount of gross profit is
derived from a large percentage of the WSGD’s customers. What is the significance of this to WSGD? What
actions might management take to deal with this situation? What additional financial and non-financial
information would you want to consider?
3) The study team decided to apply activity-based costing at WSGD. What "clues" led the team to attempt to
apply activity-based costing. What factors must be considered in order for a wholesale grocery distributor
to use activity-based costing?
4) Prepare an outline of an activity-based costing application to a wholesale grocery distributor. In your outline,
attempt to differentiate between customer-driven and product-driven costs. What benefits might a company
expect from gathering data for activity-based costing?
5) Various operational and financial data appear in the text and tables of the case. Use this information to assign
WSGD’s selling, general and administrative costs to the various product groups to determine their overall
profitability. What is the amount of overhead attributable to each product category, and, to the nearest dollar,
what is the average overhead per SKU within each category?
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WHOLESALE GROCERY DISTRIBUTORS (WSGD):
ANALYZING PRODUCT AND CUSTOMER PROFITABILITY
TEACHING NOTES

Paul A. Dierks, Associate Professor
Wake Forest University, Winston-Salem, North Carolina
Paul E. Juras, Assistant Professor
Wake Forest University, Winston-Salem, North Carolina
Anita Huffman, Assistant Controller
Wholesale Grocery Distributors, Inc.

CASE SUMMARY AND OBJECTIVES

Increased competitiveness, and the emergence of "every day low pricing" and efficient consumer response, have
placed increased pressure on profits in the wholesale food industry. (Appendices A and B to this Teaching Note
provide more detailed coverage of these items.) This case focuses on WSGD, a wholesale distributor with more
than 700 customers and $700 million in sales. Managers of WSGD are sure they are over-servicing some
customers and under-servicing others, but, other than knowing the gross profit per customer (total sales revenue
less invoiced costs and billbacks), little information is available on determining the net profit of a product
category or specific customer. Internally, they are struggling with better ways to track costs per customer or per
delivery. They want to determine profit per product category and profit per customer each month.
The primary goal of the case is to analyze the order-filling process at WSGD to identify the information
needed to determine the net profit of the product mix shipped to individual customers. This information is needed
to make informed decisions on the scope and range of services WSGD will continue to provide, especially if
transportation costs and warehouse handling vary considerably.

The objectives of the case are:
• to provide an overview of the operations of a wholesale grocer,
• to understand how costs can be determined in a service setting, and how activity-based costing (ABC) can
be applied to the marketing and distribution areas of a firm,
• to appreciate the difficulties of obtaining the necessary data for an activity-based analysis of operating
costs, and
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TARGETED COURSES
The case can be used in an undergraduate advanced management accounting or advanced cost accounting course,
or in an MBA introductory accounting course. The case requires a basic understanding of activity-based costing,
and the ability to transfer the basics of product costing for manufactured products to a service setting. Because
of these requirements, the case should be used after job-order costing, process costing, allocation, and costvolume-profit analysis have been covered.

TIME FRAME AND SUGGESTED TEACHING APPROACHES

Alternative 1: Prior to the class when the case will be discussed, have the students research the wholesale
distribution industry and the problems it is facing. Appendices A and B of this teaching note cover the Every
Day Low Price (EDLP) and Efficient Consumer Response (ECR) issues which the industry is currently dealing
with. (The NAWGA Study cited in the list of suggested reading is an excellent resource for the instructor’s
preparation.) Then, assign the case requirements for homework. For an 80-minute class period, the instructor
should allow about one-third a the class session to discuss the competitive environment of the wholesale grocery
industry, something less than one-third to set the problem situation, and the remainder of the class session to
discuss the students’ analysis. For 50-minute class periods, two class sessions will be required.
Alternative 2: Use the case as a basis for a class session devoted to the use of ABC in the service sector. Have
the students read the case material with an emphasis on the activities required to order merchandise, stock it, and
deliver it to customers. In class, discuss these activities, and the costs incurred, in contrast to those found in the
more familiar factory setting. Spend the rest of the class time developing solutions for the case requirements.

SUGGESTED SOLUTIONS
Answer To Question 1

WSGD is a profitable firm. Their profits are comparable to the average profit figures for the industry and for
firms of their relative size. In this respect, it may be determined there is no need to make changes in the way
they do business, or in the way they measure the profitability of their operations. However, the industry’s recent
interest in adopting an every day low pricing (EDLP) concept raises a significant warning flag, even if these
attempts have been relatively unsuccessful to date. EDLP received enough attention from enough of the industry
participants to affirm that change is coming in the way the grocery industry does business.
However, the real "threat" of change, and a much greater degree of change, comes from the continued, and
increasing pressure, for efficient consumer response (ECR). ECR represents a big change in the way an industry
operates. Widespread and significant changes will have to be made to keep up with those industry players who
successfully pursue ECR, even if they are only partially successful in implementing ECR, or if ECR only gets
applied to segments of a firm. All firms must yield to implementing some, or most, of what ECR is all about.
Except for the idiosyncracies of the grocery business, e.g., backhauling, forward buying and bill-backs,
WSGD has a contribution approach to product and customer profitability. Such contribution information has
value to WSGD’s manager’s in assessing their performance in a general way since the resulting percentages can
be easily compared to either industry results or to other firms. These percentages are most commonly used and
many individuals are familiar with them.
In such a case, neither the industry nor WSGD, can afford to continue relying on such a broad form of the
contribution approach they now use. Profits will be diminishing, and every grocery wholesaler must be prepared
to make many hard operating decisions to keep up with the competition, or even to survive. An essential element
of these decisions will be a more accurate determination of the costs incurred in a firm’s activities. Despite
WSGD’s loyalty to their customers, the time will come when they will no longer be able to profitably serve some
of them without significantly increasing the fee schedule. Net profit calculations per customer, based on the
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volume and mix of products sold, the cost of the services demanded by individual customers, and the cost to
transport orders to specific stores at known distances from the warehouse, will become the primary basis of
determining which customers to keep and which to drop. Such decisions will ultimately determine WSGD’s long
term profitability.

Answer To Question 2
One possible course of action is to determine "rings of profitability" (in miles) around Winston-Salem beyond
which it is unprofitable to ship a major product group. As part of this analysis one would need to determine the
cost per case to receive, store, pick, pack, and unload a case at the final destination and then determine a
transportation cost per case mile. The information could then be used to identify the types of products WSGD
would be willing to ship to customers that are various distances from Winston-Salem. The key issue is selecting
an allocation base to use for transportation and drop costs. An improper selection of this base can make the
resulting profitability data irrelevant for decisions that could alter the delivered product mix.
WSGD could enter into arrangements with other wholesale distributors to provide service to customers that
are located far from WSGD’s distribution center. At times WSGD will accept a chain of stores as a "package
deal". The chain may have most of its stores near Winston-Salem, but several maybe 100 or 200 miles away.
WSGD could arrange to have a distributor closer to those stores handle the deliveries.
WSGD could charge a fee for late orders to help compensate for the delays they cause. The company could
also acquire or lease smaller trucks to handle the deliveries to smaller customers.

Answer To Question 3
Wholesale distribution is a physical system with inbound products and processes required to buy, receive, put
away, and store products until outbound processes occur, e.g., "picking" and loading orders, and transporting
the goods to the customer. These inbound and outbound processes are made up of a number of specific operating
activities, thus, it should be possible to apply activity-based costing to wholesale grocery distribution. The initial
problem will be to segregate various activities from one another, and to identify the resources associated
with each.
If there is a minimum of diversity in resource used among competing product categories, and/or customers,
activity-based costing will be of little value. Activity-based costing is most valuable when resource consumption
varies with alternatives, and the costs are material in amount. Considerable diversity exists in the handling costs
at WSGD as shown by the $. 145 cents of labor cost per SKU for the warehouse as a whole, versus the individual
SKU labor costs of handling each separate product category. This information clearly indicates that different
product categories require different amounts of resources to carry them out, and that a considerable diversity is
present. When viewing this situation in light of the mix of products that individual stores order, it is easy to see
that this cost diversity is included in the net profit comparisons between various customers.
Another sign of diversity is shown in the cost of delivering orders to customers. WSGD basically ignores
the variability of transportation costs in servicing their customers — those near the WSGD warehouse have the
same upcharge percentage for a product category as those at great distances from the warehouse. Clearly, the
cost of delivering goods over great distances is much higher that for short distances.
It is evident that WSGD’s current contribution-oriented approach ignores the considerable amount of diversity
inherent in its use of a single-value cost measure for its handling and transportation costs. Thus, it appears
appropriate to apply an activity-based costing analysis to WSGD’s operations.

What factors must be considered? There are several important factors to consider in order for a wholesale
grocery distributor to use activity-based costing. Costs classified as selling, general, or administrative should no
longer be viewed as period costs to be expensed as incurred. These costs should be assigned to products or
customers. The assignment will depend upon the types of activities performed by the sales and administrative
staff.
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In addition, the distributor would have to re-evaluate the types of information collected by their information
system. To implement activity-based costing, activity driver information must be available. In this setting, the
level of warehouse activity, and the resources required to reach that level, are driven by the volume and the
characteristics of the products being acquired, stored and shipped. For example: the products can be received
on pallets or floor loaded, cases may need to be broken down to less than case size to fill a customer order, and
special services may be required, e.g. freezing, "curing" bananas.

Answer To Question 4
Steps in an activity-based costing analysis. The application of activity-based costing to distribution and customer
support is similar to an activity-based costing analysis for manufacturing products. The process involves two
major stages: 1) accumulate and categorize costs to apply them to activity centers and 2) trace costs to cost
objects (which in this case are the components of the distribution system and the customers of a business).
Accumulating warehouse costs into functional cost pools is a first step in the activity-based costs analysis.
The objective is to move from a single, gross average cost per SKU for all items shipped to a cost per SKU for
each major product category. The company must capture a more detailed level of data to better determine the
costs per case for each product category or group of customers. For example, it costs less to pick an order for
a large customer that orders specific products in pallet load quantities than to pick and order for a small customer
that requires picking case quantities to form a pallet load.
The added detail comes from breaking major activities, such a picking, into their sub-processes. Picking
might be further broken down into obtaining a picking ticket, selecting the items, loading the items onto a pallet,
wrapping the pallet in shipping wrap, and setting the pallet in its proper place on the loading dock (staging).
Realize, however, that at some point it is not cost beneficial to collect more detailed information. An effective
approach might be to categorized activities into two broad groups, above average and below average cost. Then
focus on the above average cost activities in determine the demands for these activities from each product group.
The calculation of demands might come from detailed engineering studies, however, such an undertaking is not
necessary. As a company moves from a traditional costing system toward activity-based costing, the judgement
of experienced warehouse personnel will probably provide a reasonable estimate of activity demands. This
approach saves time and money, and may also provide results that can be used to justify more detailed analysis
of demand for selected activities.
The second stage is to trace costs to cost objects. Cooper [1990] defined a hierarchy of cost objects: unit,
batch, product, and facility. In a distribution and customer analysis, the hierarchy is order, customer, distribution
channel, market, and enterprise (O’Guinn and Rebischke, 1992).
Order costs are related to the activities of processing an order, and customer costs are the costs of activities
performed to support a specific customer. Distribution channel, market, and enterprise costs support groups of
customers having similar characteristics (e.g., using the same distribution channel).
To determine customer profitability, the customers should be classified into groups. The classification allows
for the assignment of costs to groups of customers possessing similar characteristics, which, in turn, allows for
the assignment of distribution channel and market level costs.

Expected benefits: The information system provides signals about customer behavior or characteristics that may
lead to an unprofitable relationship. The system can direct attention and resource allocation to customers with
the most profitable characteristics. The new system also attributes traditional SG&A costs (usually treated as
period costs) to product groups.
Also, the costing system can provide the justification for implementing other improvements. For example,
if a forklift operator is instructed to place a pallet-load of goods into an occupied pallet position, the operator
needs to return to the receiving area for a new position assignment. The cost of such delays may exceed the cost
of implementing a system that identifies alternate locations to store a product should some of the pallet positions
be occupied. The new system could help provide that information.
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The process of gathering data for ABC also provides information that lead to changes in operational processes
For example, the calculation of space needs is based on the major factors affecting storage needs, SKU volume,
turnover rate, units per pallet, pallet position stacking height, and honeycomb factor. Obviously, the ability to
stack pallets five high in a pallet position reduces the total number of positions required, and hence, the square
footage or "footprints" required. However, the honeycombing factor can also significantly impact the space
requirements. In our case, by allowing five inches on each side of the pallet, the "footprint" of a pallet stack
increases from the 13.33 square feet (40" x 48") of the actual wooden pallet, to 16.67 square feet (50" x 48").
If only four inches were allowed on each side of the pallet, the footprint would decrease to 16.00 square feet
(48" x 48"), a reduction of 4%. That would decrease the direct storage space required from 708,000 to 680,000
(708,000 x .96).

Answer To Question 5
Refer to exhibits TN-1, TN-2, and TN-3 for a proposed solution. TN-1 is based on case Exhibit 3, but the
computations to fill in the empty boxes of Exhibit 3 have been performed. Exhibit TN-2 provides driver
information. Exhibit TN-3 provides the results of the allocation using the driver information from TN-2, and
the operational data appearing throughout the case.

SUGGESTED EXTENSIONS
Four levels of warehouse cost allocation sophistication are identified in the 1985 joint NAA and NCPDM study
on warehouse accounting and control. The levels are:

• Allocate warehouse costs using a single allocation base.

• Aggregate warehouse costs by major function and allocate using a separate base for each function.
• Aggregate costs by major activity within each function and allocate using a separate base for each activity.
• Categorize costs in matrix form to reflect each major activity, expense, and cost behavior type. Develop
allocations for each category that reflect key differences in warehousing characteristics among cost objects.

The cost allocations in this case are at the second and third level. An extension would be to identify ways to
move to the fourth level. For example, order taking may not be the same process for all size customers, and the
time involved may not be the same for all customers. Potential cause for difference is the number of items (lines)
and the quantity of each item. This type of information would have to be collected to prepare the cost matrix
characteristic of the fourth level of sophistication.
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EXHIBIT TN-2
WSDG Driver Information

Driver: Sq. Ft. Warehouse Space
Categories of expense using this driver
- Warehouse facility maintenance
- Warehouse utilities and phone
- Property tax and other
- Warehouse rent
- Warehouse security
- Warehouse security salaries
Total cost
Driver quantity
Cost per square feet

$243,000
$887,805
$213,415
$1,952,439
$187,805
$95,122
$3,579,585
$750,000
$4.773

Driver: Sq. Ft. of outside storage
Categories of expense using this driver
- Outside storage and maintenance
- Utilities and phone
- Outside storage rent
- Outside storage security
Total cost
Driver quantity
Cost per sq. ft. of storage

$114,634
$32,927
$307,317
$36,585
$491,463
$99,866
$4.921

Driver: Direct labor dollars
Categories of expense using this driver
- Bonus
Total cost
Driver quantity
Cost per direct labor dollar

$843,902
$843,902
$10,686,978
$0.079

Driver: Direct and indirect labor (office,
security, maintenance, warehouse)
Categories of expense using this driver
- Payroll taxes and insurance
- Insurance and benefits
Total cost
Driver quantity
Cost per labor dollar

$3,757,977
$861,868
$4,619,845
$16,114,510
$0.287

Driver: Number of orders
Categories of expense using this driver

- Buyers
- Buying clerical
Total cost
Driver quantity
Cost per order

Machine Hours
Categories of expense using this driver
- Battery room
Total cost
Driver quantity
Cost per machine hour

Pallets
Categories of expense using this driver
- Shipping supplies
Total cost
Driver quantity
Cost per pallet

$608,400
$608,400
$432,846
$1,406

$288,265
$288,265
$1,762,861
$0.164

$747,500
$209,300
$956,800
$32,431
$29.503

Driver: Sales dollar
Categories of expense using this driver

- Selling
Total cost
Driver quantity
Cost per sales dollar

Driver: Number of SKUs
Categories of expense using this driver
- Computer information systems
Total cost
Driver quantity
Cost per SKU

$2,423,171
$2,423,171
$717,363,415
$0,003

$3,292,683
$3,292,683
$72,066,199
$0,046
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0
253,550
4 ,6 3 0
570,713
88,434
5,425,083
102,012
6,939,922
309,276
4,041
2,490
297,997,561 38,132,927
20,203,224 3,112,892

Frozen

136,961

Dairy

W arehouse square feet
Outside storage square feet
M achine hours
Pallets
Direct labor dollars
Direct and indirect labor
Number o f orders
Sales
Num ber o f SKUs shipped

Driver information
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Epilogue
We changed the name of the company and individuals in order to disguise the identity of the actual company
studied. We also altered the financial data by multiplying their actual financial results by a constant. This
procedure maintained the accuracy of the financial relationships.
The academic co-authors presented their preliminary findings to the management of WSGD. As noted in the
case, the company had recently increased the fees to smaller customers, with no losses in their customer base.
After the co-authors’ presentation, management increased fees again. The result was the same, they did not lose
any of the small customers. These results raised questions as to the appropriateness of the pricing structure.
The company has hired a national consulting firm to help them undergo a full-scale activity-based costing
analysis. This analysis is to be under taken in response to competitive pressure in the industry, and to issues
brought to light by this case study.
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APPENDIX A

Every Dav Low Pricing (EDLP)

Every Day Low Pricing (EDLP) is just what is says — low prices on all items every day. A pure every day low
price system has no specials; simply lower prices on all products at all times. The traditional pricing approach
is "high-low", that is, weekly specials on a few products and higher prices on everything else. Pure EDLP
implies no, or minimal, promotions. As a result, pure EDLP is rare. More common is EDLP with a few weekly
specials.
Every day low pricing is not simply a retail pricing strategy. It is a complete, conceptual approach to
merchandising and marketing. EDLP implies an efficient operation characterized by low wages and selling,
general and administrative expenses. Two important factors must be present if an EDLP strategy is to work —
a store must keep its costs down and do a good promotional job. Product variety, effective advertising, improved
store conditions, greater selection of perishables, store location also will enter into the success of EDLP.
Interest in EDLP as a strategy has become a hotly debated topic. One recent study found 48% of retailers
have embraced some form of EDLP in at least one aspect of their operation and 36% believe EDLP to be a good
idea.

Benefits of EDLP. Big manufacturers are strong supporters of EDLP. They advocate that lowering prices on
major items every day will build brand loyalty and deflect private label inroads. Manufacturers have been more
flexible in working with stores implementing an every day low price approach.
Individual grocery stores with an EDLP strategy report higher sales per square foot. Operational costs are
lowered as price changes and price checks are reduced and end aisle displays eliminated. Except for seasonal
and mix variations, EDLP should reduce fluctuations in gross margins and restrict volume variations. Lower
volume variation has several advantages: it requires scheduling less down or hold time and reduces the amount
of part-time labor needed to accommodate the variations. As a result, labor can be scheduled to make better use
of full-time workers, resulting in saving in training costs and the costs of hiring and terminating employees. In
addition, lower volume variations reduce warehousing and transportation costs.
At the headquarters level, EDLP offers significant benefits. Pricing becomes an annualized planning process,
reducing the price maintenance function. Buyers’, who before EDLP spent a fair amount of their time with
weekly promotional planning, may now direct their energies to developing long-term strategies aimed at meeting
consumer demand.
At the customer level, EDLP builds consumer confidence by offering a single, every day constant price, a
consistency retailers hope will lead to increased store loyalty. Also, since a pure EDLP strategy has no
promotional activity, the retailer does not know the risk of under-mining consumers’ confidence as shoppers know
they can shop any day and receive the best price. Additionally, consumers welcome the one-stop shopping
feature of EDLP as they do not have to visit several stores in search of the best value.
Drawbacks to EDLP. A study conducted by the University of Chicago Graduate School of Management indicated
that although sales increased with EDLP, profits were 17% less than what grocers would have made using the
high-low approach. Profits are higher with the high-low approach due to higher margins of items not on sale.
Promotional money is another thorny issue. Manufacturers want grocers to give up the promotional money
they now receive to put certain items on sale. In exchange, the grocers would receive lower prices. Grocers
fear this will lead to a further decrease in profits.
The psychology of consumer shopping also plays into the success on an every day low price strategy. Price
has become the food shoppers’ passion; consumers want to feel as if they are getting a bargain. Price is also the
most powerful draw of consumers into stores. The "I only buy on sale" attitude is more common than we think.
The specials associated with high-low pricing provide shoppers with that much looked-for bargain and adds
excitement to an otherwise boring chore.
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EDLP and Food Wholesalers. The every day low pricing strategy adopted by many manufacturers does not help
wholesalers and they are losing money with EDLP. In the past, cash discounts from manufacturers to wholesalers
were based on wholesalers’ cost, and the fees charged by wholesalers to retailers were a percentage of
wholesalers’ costs. With EDLP, manufacturers have lowered prices, reducing wholesalers’ costs and, as a result,
lowered both the cash discounts wholesalers receive from manufacturers and the fees collected from retailers. In
the past, these reduced revenues could be offset by forward buying. However, forward buys would not be as
readily available as in the past. In addition, manufacturers have switched more to street money, takes promotional
funds away from wholesalers and redirects it to retailers. Wholesalers argue that independent retailers are also
hurt from street money as these funds go mainly to large retail accounts.
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APPENDIX B

Efficient Consumer Response (ECR)

In an industry facing shrinking margins, low growth rates, and increased competition, the pressure is on to
maintain profitability by squeezing out as much waste as possible. Industry leaders are actively exploring ways
of changing, and the Efficient Consumer Response (ECR), is one alternative.
ECR is a re-engineering of the grocery distribution chain to increase efficiency, productivity, and profitability.
Each segment of the grocery distribution chain: retailers, wholesalers, and suppliers must work in tandem to
streamline and automate the entire distribution chain, to achieve continuous replenishment from the production
line to check-out. The focus of ECR is to reduce total costs, inventories, and physical assets which, in turn,
lowers the cost of goods to consumers while increasing consumer choice and product quality.

Implementing ECR. There are several elements to the ECR implementation process. Supplier partnerships must
be developed to exploit shared business opportunities and to reduce inventories and distribution expense. All
business systems must be integrated to support store and headquarter access to daily scanning data and to store
level decisions that influence the sales process. Also, new systems will be introduced that integrate existing
systems to reduce cost and facilitate user training, while achieving consistency in all business activities.
Benefits of ECR. If implementation is successful, benefits will be numerous. Suppliers will see their production
schedules even out; inventories and stocks outs reduced; brand integrity enhanced; and relations with distributors
improved. Distributors will be able reduce their inventories as well, and will gain increased consumer loyalty
and improved supplier relations. For consumers, lower prices will be the greatest benefit realized, with an
average projected reduction in dry grocery prices predicted to be about 11%.
Benefits will be greatest for those who initiated elements of the Best Practices phase. As more trading partners
begin implementation, they will realize increasing returns and growth rates, and will maintain their leadership
position while the industry is in transition. These trading partners will be the industry leaders of the mid-1990s
and will accelerate expansion of ECR by acquiring weaker players, thereby hastening the consolidation of the
industry.
Those trading partners who take no steps toward ECR system, or initiated steps too late, will be at a severe
competitive disadvantage by 1995. The first two groups would have, by then, generated such downward pressure
on prices that this third group will find it increasingly difficult to generate the cash flow needed to "catch-up".
Many members of this group will cease operation or will be acquired in the wave of consolidation expected by
the mid-1990s.
Drawbacks to ECR. While chain store operators are positive about the move towards ECR, independents and
wholesalers are reluctant. Independents see ECR as requiring a major investment in technology that will force
them to share scanning data with wholesalers, something they are hesitant to do. Wholesalers need the sales data
to manage and forecast the supply system.
The wholesale side of the industry is likely to feel the brunt of ECR, as it will eliminate inside margins. Inside
margins have been extremely important to wholesalers as these margins augment their operating margins. It is
estimated that inside margins make up about one-third of wholesalers’ operating profits. Since wholesalers do not
charge what it actually costs them to do business, instead relying on inside margins to take up the slack, this must
be taken into consideration by the manufacturers when implementing ECR. Manufacturers need wholesalers: they
do not want to have to deliver to every independent store. As a result, manufacturers should willingly work with
the wholesalers to locate other sources of revenue. Unfortunately, small- and medium-sized wholesalers may not
have a say in whether to adopt ECR as they will be pressured to do so from the large wholesalers, who will
change.
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TRANSCONTINENTAL
Thomas R. Weirich, Professor
Central Michigan University, Mt. Pleasant

Lynn E. Turner, Partner
Coopers & Lybrand, Denver, Colorado

Transcontinental Corporation is one of the largest financial services companies in the world. It’s core businesses
consist of consumer lending, commercial lending, leasing, real estate services, life insurance and asset
management. Nineteen ninety-three was a very good year for Transcontinental, with many core segments
reporting record earnings in a year of low inflation and interest rates, and a gradual improvement in the economy.
Following a year of a significant loss, the company implemented a number of actions that were successful in
order to improve earnings. The major action approved by the Board of Directors was the divestiture of the
property and casualty insurance business in order to concentrate its resources on the higher returning finance and
life insurance operations. Also, during 1993 the company issued a new series of preferred stock and sold some
medium-term notes in order to reduce short-term indebtedness and provide a capital contribution to its finance
operations.
Recently the current CFO of Transcontinental, Frank Bellinger, having worked for the company for the last
27 years announced his intentions to retire on September 1st. Therefore the Board of Directors conducted a
major search for a new CFO to lead the company in its plans for continued growth and prosperity. After three
months of conducting a search for a new CFO, the Board selected Mr. James Green an aggressive and dynamic
individual.
Having settled into his new position, James Green, the newly appointed CFO of Transcontinental, has called
for a meeting of the controller’s office staff to discuss the draft of the entity’s financial statements and selected
footnotes, highlighting financial instruments (Appendix A), that are to be released to the public in two weeks.
Of major concern to Mr. Green is the much publicized accounting issues reported in various business periodicals
addressing the topic of fair value of investment securities. Knowing that the U.S. Securities & Exchange
Commission has brought enforcement actions against public registrants for inadequate financial statement
presentation and disclosure with regards to investment securities, Mr. Green does not want to have any type of
problem with Transcontinental’s year-end financial statements. Specifically, Mr. Green does not want the SEC
to bring up the issue that Transcontinental was involved in "gains trading".
In reviewing Transcontinental’s investment policy, Mr. Green notes that the primary objective is to invest
in quality assets with proper management in order to meet stockholders’ and policyholders’ obligations.
Currently, the investment portfolio consists mostly of fixed-income securities in investment-grade corporate bonds
and government securities aggregating $18.3 billion at December 31, 1993 of which $16.9 billion was invested
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in fixed maturities. The market value of fixed maturities was $18 billion which resulted in a net unrealized gain
position of $1.1 billion before taxes. These fixed maturity securities are generally held for long-term investments
and used primarily to support insurance reserves. At the end of the most recent year, 1993, 96 percent of the
company’s bond portfolio was of investment-grade quality. The average yield on this portfolio for 1993 was 9.4
percent, down sightly from last year due to lower interest rates which resulted in the calls for many existing
bonds. The company’s equity portfolio consists of companies with strong business franchises, increasing free
cash flows, and management that is shareholder oriented. The distribution of investments for Transcontinental
at year end 1993 is as follows:

92%
3%
1%
2%
2%

Bonds
Mortgage loans and real estate
Short-term investments
Equity securities
Loans to policyholders

100%
Mr. Green was recently associated with a privately held business where he served as vice-president and
controller, and states that he is not currently up-to-date with the authoritative accounting literature on investment
securities. Therefore, he wants to discuss at the meeting, next Tuesday, this specific issue. He also is requesting
from the controller’s office, prior to the meeting, a brief summary of the authoritative accounting literature
relating to the accounting for investment securities. This information will also aid him in his meeting with the
external auditors who have brought up some questions concerning Transcontinental’s accounting and disclosure
of certain investments.
The controller, Joanne Ellis, prepared the following report for Mr. Green prior to the meeting:
Controller’s Report

The increasing use of complex financial instruments during the last few years has generated support for
additional accounting guidance in this area. The lack of a comprehensive approach to the accounting and
disclosure issues has often resulted in inconsistent and inadequate guidelines.
The issue of proper accounting for financial instruments was originally addressed by the Accounting
Standards Executive Committee (AcSEC) of the American Association of Certified Public Accountants (AICPA)
in the context of what constituted management’s intent with respect to investment debt securities. If management’s
intent was to use the securitiesfor short term trading, the investments were to be recorded at market or fair value.
Otherwise, if it was management’s intent to hold the securities to maturity, the investments would need to be
recorded at amortized historical cost. Therefore, management’s intent often is the determining factor as to when
losses are reflected in the financial statements.
One of the earliest pronouncements issued by the Financial Accounting Standards Board (FASB) in 1975
was SFAS No. 12, Accounting for Certain Marketable Securities, which required entities to use the lower of
aggregate cost or market method to recognize the value of marketable equity securities. However, debt securities
were not addressed by the pronouncement and many entities analogized the requirements of SFAS No. 12 to debt
securities as well.
Recent pronouncements of the FASB (SFAS Nos. 105, 107, 115) require extensive accounting and
disclosure offair value for investments in securities. Currently the FASB requires entities to classify investments
in certain equity and debt securities into three categories: Held-to-maturity, trading, and available-for-sale. Most
of our securities, being fixed-income securities, are categorized as held-to-maturity and recorded at amortized
cost.
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The U.S. Securities and Exchange Commission (SEC) has also expressed concerns in this area. Five recent
enforcement proceedings have addressed conditions which might require a registrant to recognize and record an
"other than temporary decline" in the value of noncurrent or unclassified portfolios of marketable equity
securities. I believe Transcontinental has followed the most recent authoritative literature requirements as we
prepared our 1993 financial statements.

From a review of the draft of the financial statements with related footnotes, and a reading of the report from
the controller, Mr. Green raises the additional questions to be discussed at Tuesday’s meeting. Please prepare
your responses with appropriate cites to the authoritative literature for the following questions:
1) What is the meaning of the term "Fair Value" as used in the accounting literature, and why should we
disclose this fair value?

2) What is current GAAP for the recording and classification of debt and equity securities?
3) How does "Gains Trading" work?

4)

Do you see any limitations of having only Transcontinental’s debt and equity securities recorded at fair
value?

5) In reviewing footnote E to the financial statements, how can we (Transcontinental) have both unrealized
gains and unrealized losses in the same account? Shouldn’t we have either an unrealized gain or unrealized
loss?

6) As the controller, what problems did you encounter in preparing the investments section of the financial
statements according to current authoritative literature?
7) If we state that our debt securities are part of our asset-liability management policy, why would the auditors
question our held-to-maturity classification?
8) Present arguments in support and in opposition to fair value accounting for financial instruments (debt and
equity securities) for my discussions with the auditors. Categorize your arguments under the following four
categories: Relevance, Reliability, Cost, and Potential Economic Consequences.
9) If we sell any of our securities from the held-to-maturity (investments) category, will this negate our intent
to hold the remainder of these securities in this category?

10) What are the different techniques we used to estimate fair value for our investments?
11) Do our trade receivables and payables meet the definition of a financial instrument? Should fair value be
disclosed for these receivables and payables?

12) In reviewing footnote G, what is meant by a natural hedge?

13) What is the proper classification of cash flows from the purchase, sale, or maturity of securities on the cash
flow statement? Did Transcontinental follow GAAP?
14) Would loans to our policyholders be considered debt securities and thus be required to be accounted
according to SFAS No. 115?
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15) Would SFAS No. 115 apply to any of our investments accounted for by the equity method of accounting?
16) Can our purchases of securities and proceeds from the sales of securities be netted in the statement of cash
flows?
17) How would we determine market value for an investment we might make in a private, high technology
startup company?

18)

Should Transcontinental invest in just short term securities to avoid fluctuations in income resulting from
changes in the security markets?

AUDIT CONCERNS
From the audit, the external auditor raises the additional following questions:

1) The auditor is questioning whether the disclosure of fair value should be part of the financial statements
or as supplemental disclosures. Is there a requirement as to location of this disclosure?

2) Since unrealized holding gains and losses for available-for-sale securities are required to be reported as a
component of shareholders’ equity, should the dividend and/or interest income on these securities be also
reported in shareholders’ equity, rather than in current earnings for consistency purposes?
3) The auditor has concluded that the fair value of certain held-to-maturity securities are below the amortized
cost basis. The auditor questions whether this decline is other than temporary?
What is the guidance in the authoritative literature on this issue?
How long could the market value of securities be lower than cost before the decline in value is considered
"other than temporary"?

4) For debt securities transferred to available-for-sale from held-to-maturity, how should unrealized gains or
losses be handled?

5) How should we as auditors verify the intent of management for those securities in the held-to-maturity
category?
6) How should the initial application of SFAS No. 115 be reported?

7) What is the basis for the reclassification of certain securities held at the end of 1993 to the "available for
sale" category?
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APPENDIX A
TRANSCONTINENTAL- CONSOLIDATED BALANCE SHEET

1993

1992

December 31
ASSETS
Investments, principally of life insurance subsidiaries:
Fixed maturities-held to maturity
Fixed maturities-available for sale
Mortgage loans and real estate
Equity securities
Loans to life insurance policyholders
Short-term investments

Finance receivables, of which $2,806.4 in 1993 and $3,029.7 in 1992 matures within one year
Less unearned fees ($250 in 1993 and $252.4 in 1992) and allowance for losses

Cash and cash equivalents
Trade and other accounts receivable
Net assets of discontinued operations
Property and equipment, less accumulated depreciation of $748.7 in 1993 and $794.1 in 1992:
Land, buildings, and equipment
Equipment held for lease
Deferred policy acquisition costs
Separate accounts administered by life insurance subsidiaries
Investment in Jelson Group plc
Goodwill, less accumulated amortization of $100.2 in 1993 and $85.4 in 1992
Other assets
LIABILITIES AND SHAREHOLDERS’ EQUITY
Life insurance policy liabilities
Notes and loans payable, principally of finance subsidiaries, of which
$1,062.6 in 1993 and $715.4 in 1992 matures within one year
Accounts payable and other liabilities
Income taxes, of which $354.1 in 1993 and $377.2 in 1992 is deferred
Separate account liabilities

Shareholders’ equity:
Preferred stock ($100 par value):
Authorized — 1,200,000 shares; issuable in series, cumulative
Outstanding — Dutch Auction Rate Transferable Securities,
2,250 shares, at liquidation preference of $100,000 per share
Outstanding — Series D, 400,000 shares, at liquidation preference of $500 per share,
cumulative dividend rate of 8.5%
Common stock ($1 par value):
Authorized —150,000,000 shares
Outstanding—79,170,880 shares in 1993 and 77,203,228 shares in 1992,
after deducting 37,645 shares in treasury in 1992
Additional paid-in capital
Retained earnings
Foreign currency translation adjustments

$16,111.1
759.4
577.7
342.0
370.5
133.3
18,294.0

$15,141.0

6,786.6
443.9
6,342.7

6,722.3
524.7
6,197.6

22.0
885.3
1,103.9

42.5
1,050.7
1,112.5

325.4
1,062.1
1,705.5
984.4
298.3
510.8
763.4
$32,297.8

318.9
995.1
1,601.3
866.9
331.9
526.4
713.5
$30,517.4

$18,262.2

$16,843.1

7,573.1
1,547.0
631.0
984.4

7,691.0
1,494.6
596.0
866.9

225.0

225.0

658.6
340.9
357.5
262.1
16,760.1

200.0

79.2
646.5
2,183.7
(34.3)
3,300.1
$32,297.8

77.2
585.0
2,136.4
2.2
3,025.8
$30,517.4

(Amounts in millions, except for per share data)
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1993

1992

1991

$1,590.0
1,600.0
1,013.9
402.2
249.6
7.7
29.2
95.2
4,987.8

$1,359.1
1,529.9
1,040.7
381.4
168.2
(2.9)
80.9
56.1
4,613.4

$1,303.0
1,408.3
1,156.9
393.8
145.0
4.7
59.4
50.4
4,521.5

2,450.2
434.7
198.0
568.9
90.7
684.9
4,427.4
560.4
217.5
342.9
(99.7)

2,235.5
376.7
197.3
631.1
431.9
629.6
4.502.1
111.3
66.2
45.1
39.7

2,125.8
337.2
218.0
751.8
169.0
583.0
4,184.8
336.7
124.0
212.7
53.6

$243.2

$

Year ended December 31

REVENUES
Life insurance premiums and related income
Investment income
Finance charges and other fees
Leasing revenues
Real estate and tax service revenues
Gain (loss) on investment transactions
Insurance brokerage
Other

EXPENSES
Life insurance benefits
Life insurance underwriting, acquisition and other expenses
Leasing operating and maintenance costs
Interest and debt expense
Provision for losses on receivables and assets held for sale
Other, including administrative and general expenses

Income taxes
Income from continuing operations
Income (loss) from discontinued operations
Cumulative effect of change in accounting for
post-employment benefits other than pensions
Net Income

EARNINGS PER SHARE OF COMMON STOCK
Income from continuing operations
Income (loss) from discontinued operations
Cumulative effect of change in accounting for
post-employment benefits other than pensions
Net Income

(34.7)
50.1

$

4.11
(1.28)

$

$

2.83

$

0.43
0.52

(0.45)
0.50

$ 266.3

$

2.59
0.70

$

3.29

(Amounts in millions, except for share data)
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TRANSCONTINENTAL- CONSOLIDATED STATEMENT OF CASH FLOWS

1993

1991

1992

Year ended December 31
OPERATING ACTIVITIES
Income from continuing operations
Adjustments to reconcile income from continuing operations to net cash
provided by operating activities:
Increase in life insurance policy liabilities, excluding policyholder
balances on interest-sensitive policies
Amortization of policy acquisition costs
Policy acquisition costs deferred
Depreciation and amortization
Other
Net cash provided by continuing operations

INVESTING ACTIVITIES
Finance receivables originated
Finance receivables collected
Other
Net cash used by investing activities

FINANCING ACTIVITIES
Proceeds from debt financing
Proceeds from sale of preferred stock
Payments of notes and loans
Purchase of investments
Sales and maturities of investments
Receipts from interest-sensitive policies credited
to policyholder account balances
Return of policyholder balances on interest-sensitive policies
Common stock transactions
Dividends
Net cash provided (Used) by financing activities
Increase (decrease) in cash and cash equivalents
Cash and cash equivalents at beginning of year
Cash and cash equivalents at end of year

$

342.9

$

45.1

$

212.7

743.5
134.8
(239.0)
158.0
176.6
1,316.8

910.1
171.5
(212.1)
147.9
212.5
1,275.0

1,019.2
118.7
(259.6)
151.3
334.3
1,576.6

(11,388.0)
11,121.9
(130.0)
(396.1)

(10,330.0)
9,962.0
27.1
(340.9)

(10,523.1)
11,380.4
(271.8)
585.5

690.0
193.2
(865.5)
(6,545.5)
5,019.2

1,317.0
(1,155.8)
(9,236.0)
7,801.1

(1,629.9)
(5,090.1)
3,110.8

2,164.3
(1,488.6)
70.3
(178.6)
(941.2)
(20.5)
42.5
$ 22.0

1,620.4
(1,129.8)
27.3
(164.0)
(919.8)
14.3
28.2
$ 42.5

1,999.0
(1,132.0)
16.4
(163.9)
(2.207.6)
(45.5)
73.7)
$ 28.2

682.1

(Amounts in millions)
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SELECTED NOTES TO FINANCIAL STATEMENTS
NOTE A — Significant Accounting Policies
Investments: Investments in fixed maturities, comprising bonds, notes and redeemable preferred stocks, are
carried at amortized cost and generally held to maturity. Effective December 31, 1993, fixed maturity securities
which are expected to be called by the issuer or sold in the next three months are classified as available for sale
and carried at the lower of amortized cost or market value. Investments in equity securities, comprising corporate
common and non-redeemable preferred stocks, are carried at fair value based on quoted market prices. Realized
gains and losses on investment transactions are determined generally on a specific identification basis and included
in income on the trade date.

NOTE E — Investments

The amortized cost and market value of fixed maturities held to maturity at December 31, 1993 and 1992 are:

Amortized
Cost

Gross
Unrealized
Gains

Gross
Unrealized
Losses

Market
Value

December 31, 1993
(Amounts in millions)
U.S. Treasury securities and obligations of
U.S. government authorities and agencies
Obligations of state and political subdivisions
Foreign governments
Corporate securities
Mortgage-backed securities
Public utilities
Redeemable preferred stock

188.7
116.3
309.5
5,477.7
6,909.6
3,127.4
11.9
$16,111.1
$

$

6.3
16.3
24.6
522.4
427.9
207.5

$1,205.0

$ 0.3
9.3
0.4
81.4
39.4
4.9
5.0
$140.7

194.7
123.3
333.7
5,888.7
7,298.1
3,330.0
6.9
$17,175.4

$ 0.1
11.5
0.1
86.5
26.6
9.4
1.0
$135.2

184.1
118.6
336.6
5,420.0
6,230.9
3,682.7
12.0
$15,984.9

$

December 31, 1992
(Amounts in millions)
U.S. Treasury securities and obligations of
U.S. government authorities and agencies
Obligations of states and political subdivisions
Foreign governments
Corporate securities
Mortgage-backed securities
Public utilities
Redeemable preferred stock

$

172.8
124.3
301.5
5,173.7
5,911.7
3,444.0
13.0
$15,141.0

$

11.4
5.8
35.2
332.8
345.8
248.1

$ 979.1

$

The market value of fixed maturity securities is based on quoted market prices. For fixed maturity securities not
actively traded, including private placements, market value is estimated using values of similar type securities
with issuers with similar credit ratings.
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INVESTMENTS (continued)
Effective December 31, 1993, fixed maturity securities which are expected to be called by the issuer or sold in
the next three months are classified as available for sale and carried at the lower of amortized cost or market
value. At December 31, 1993, the fair value of the fixed maturities available for sale portfolio based upon quoted
market prices was $799.3 million with gross unrealized gains of $39.9 million and no unrealized losses.
The cost of equity securities was $228.5 million at December 31, 1993, and $248.4 million at December 31,
1992. Gross unrealized gains and gross unrealized losses at December 31, 1993 amounted to $117.5 million and
$4 million resulting in net unrealized gains before taxes of $113.5 million.

The amortized cost and market value of fixed maturities at December 31, 1993 by contractual maturity, are shown
below. Expected maturities will differ from contractual maturities because borrowers may have the right to call
or prepay obligations with or without call or prepayment penalties.

Amortized
Cost

Market
Value

(Amounts in millions)
Due
Due
Due
Due

in one year or less
after one year through five years
after five years through ten years
after ten years

Mortgage-backed securities

$ 297.3
1,246.4
1,118.3
6.539.5
9,201.5
6.909.6
$16,111.1

301.9
1,342.7
1,192.8
7.039.9
9,877.3
7,298.1
$17,175.4
$

The carrying values and fair values of investments in mortgage loans on real estate and loans to life insurance
policyholders at December 31, 1993 are:

Carrying
Value

Estimated
Fair Value

(Amounts in millions)
Mortgage loans on real estate

$447.6

$475.2

Loans to life insurance policyholders

$370.5

$365.2
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Gain (loss) on investment transactions, included in consolidated revenues, comprises:

1993

1992

1991

(Amounts in millions)
Net gain on sale of investments
Provision for impairment in value
Accelerated amortization of deferred policy
acquisition costs

$136.1
(95.2)
(33.2)
$ 7.7

$134.7
(81.0)
(56.6)
$ (2.9)

$40.3
(35.6)

$ 4.70

Proceeds from sales of fixed maturities were $2.6 billion in 1993, $4 billion in 1992, and $1.1 billion in 1991.
Gross gains of $170.5 million in 1993, $141.3 million in 1992, and $42 million in 1991, and gross losses of $65
million in 1993, $18.1 million in 1992, and $30 million in 1991 were realized on those sales.
NOTE G — Fair Value of Investment Contracts
Investment-type contracts are included in life insurance policy liabilities. Fair value of investment-type contracts
is estimated using discounted cash flow calculations, based on interest rates currently being offered for similar
contracts with maturities consistent with those remaining for the contracts being valued. The carrying amounts
and fair values of the liabilities for investment-type contracts at December 31, 1993 are as follows:

(Amounts in Millions)

Single and flexible premium deferred annuities
Guaranteed Investment contracts
Other deposit contracts

Carrying
Value

$5,748.4
1,777.2
$8,456.6

Estimated
Fair Value

$5,526.8
1,867.5
$8,374.1

Investment-type contracts and other life insurance policy reserves generally provide a natural hedge against fair
value changes in the investments held to fund those reserves.
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Transcontinental
TEACHING NOTES

Thomas R. Weirich, Professor
Central Michigan University, Mt. Pleasant

Lynn E. Turner, Partner
Coopers & Lybrand, Denver, Colorado

EXECUTIVE SUMMARY

This case focuses on the evolving project of the FASB that addresses financial instruments and off-balance-sheet
financing that was commenced in May 1986. With financial activities of business enterprises being effected by
new financial instruments, many questions have been raised by management and accountants as to the valuation
and accounting for the different types of financial instruments and transactions. At the request of AcSEC and
others, the FASB in 1991 added a project to its agenda to address the accounting for marketable securities,
including debt securities. The issues raised in this case highlight the problems/concerns of the proper accounting
and disclosures for fair values associated with investments in securities. Additional auditing issues are raised for
those instructors presenting the case in the auditing course.
(NOTE— This case has been developed from TransamericaCorporation’s 1992 financial statements. Appropriate
changes were made to the statements in order to generate the questions for this case).
CASE OBJECTIVES
The case objectives are as follows:

1)

To highlight the dynamics of accounting principles through the evolution of the FASB project addressing
financial instruments.

2)

To present implementation questions of new GAAP requirements.

3)

To highlight SEC enforcement actions.

4)

To present current auditing issues arising from the accounting and disclosure requirements that address
financial instruments.
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5)

To introduce the role of hedge accounting.

6)

To present, as the student researches the various questions, the significant impact this issue has had in the
capital markets and the U.S. economy.

This case is appropriate for the intermediate accounting course that includes a chapter on financial instruments
and also the auditing course. After initial research by the students, class discussion to adequately review the case
should be approximately one hour. The authors generated a number of accounting and auditing questions for the
possibility of dividing the questions among groups for research and class presentation.
HIGHLIGHTS OF FASB PROJECT ON FINANCIAL INSTRUMENTS

When initial concerns in the insurance industry arose as to the accounting for marketable equity securities, the
FASB issued SFAS No. 12 to address these issues. However, with the use of such terms as "investment",
"trading", and "held for sale", the authoritative literature continued to be unclear as to how to distinguish these
terms as well as to when and under what circumstances securities should be included in which category.
Consequently, the application of the categories in practice has been inconsistent and thus resulted in a lack of
comparability in financial reporting. These inconsistencies in practice led to perceived abuses through such
practices as "gains trading".
At the request of the Chief Accountant of the SEC, the FASB agreed to add to its agenda a Financial
Instrument Project in May of 1986. The project had three segments: Disclosure, Recognition and Measurement,
and Distinguishing between Liability and Equity Instruments. The disclosure segment had two phases with one
consisting of disclosures about off-balance-sheet instruments and credit risk. This phase resulted in the issuance
of SFAS No. 105 in March, 1990 entitled Disclosure of Information about Financial Instruments with OffBalance-Sheet Risk and Financial Instruments with Concentrations of Credit Risk. The second phase of the
disclosure segment addressed disclosures about fair value (market value) of all financial instruments—both assets
and liabilities.
The end product was the issuance in December 1991 of SFAS No. 107 entitled Disclosures about Fair Value
of Financial Instruments.
In August of 1990, the FASB issued a Discussion Memorandum, Distinguishing between Liability and Equity
Instruments and Accounting for Instruments with the Characteristics of Both. After subsequent discussion and
with the diversity in practice, the FASB in late 1990 decided to accelerate a portion of the financial instruments
project to address the subsequent measurement of investments in debt securities and possibility certain other finan
cial assets and liabilities and therefore added the project to its agenda in 1991. From these deliberations, the
FASB issued in May 1993, SFAS No. 115, Accounting for Certain Investments in Debt and Equity Securities.
This new pronouncement supersedes SFAS No. 12, Accounting for Certain Marketable Securities with the
requirement that at acquisition, an entity must classify debt and equity securities into one of three categories:
held-to-maturity, available-for-sale, or trading.
SUGGESTED DISCUSSION FOR QUESTIONS

1)

Fair Value — This term "fair value" has many synonyms. The instructor should point out to the students
that this term is also used synonymously with the following: current value, market value, and market-tomarket. The FASB selected the term "fair value" because many associate the term "market value" only with
items that are traded on active secondary markets. Therefore, the FASB concluded that "market value" does
not adequately reflect the broad range of financial instruments and used "fair value" to avoid further
confusion.
FASB No. 107, paragraph 5, defines fair value as "the amount at which the instrument could be
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exchanged in a current transaction between willing parties, other than in a forced or liquidation sale."
Stated concerns by various entities of the use of fair value accounting could be summarized as follows:

a) The reliability and verifiability of such "fair value" information, especially if no quoted market prices
are available.

b) The usefulness of reporting "volatile" swings in the fair market value of such securities.

c) The inconsistency of a fair value approach with several international accounting standards.
d) Cost-benefit concerns of obtaining and reporting such information.
e) The further movement away from the traditional historical cost accounting model.

f) The placing of additional financial reliance on management’s "intent and ability" — especially if the
results thereof are difficult to ascertain and can significantly impact the financial statements
However, according to FASB No. 107, paragraphs 38-41, the disclosure of fair value provides a relevant
measure for both unrecognized and recognized financial instruments. The Board concluded that this
disclosed information meets the first objective of financial reporting as stated in FASB Concepts Statement
No. 1, Objectives of Financial Reporting by Business Enterprises in that the information is considered useful
information to decision makers. The disclosure of this information helps one to assess the present value of
net future cash flows of financial instruments. This fair value information also, according to the Board,
enables users of the financial statements to better assess the performance of an entity’s investment and
financing strategies.

2)

SFAS No. 115, current GAAP, has developed standards of accounting and reporting for investments in
equity securities that have readily determinable fair values and for all investments in debt securities.
Therefore, it is required that at acquisition an entity should classify debt and equity securities into one of
three categories:
a) Held-to-maturity — Investments in debt securities are to be classified in this category and be measured
at amortized cost in the statement of financial position only if management has the positive intent and
ability to hold these securities to maturity.
According to paragraph 22 of SFAS No. 115, sales or transfers from this category should be rare.

b) Trading — Investment in debt securities not classified as held-to-maturity and equity securities that are
bought and held principally for the purpose of selling in the near term should be classified at trading
securities. Any unrealized holding gains and losses from trading securities are to be reported in current
earnings.
c) Available-for-sale — Investments that are not classified as held-to-maturity or as trading should be
classified as available-for-sale securities with any unrealized holding gains and losses excluded from
current earnings and reported as a net amount in a separate component of shareholders’ equity until
realized (SFAS No. 115, par. 12).
The instructor might note to the students that Transcontinental does not report any unrealized holding gains
or losses as a separate component of shareholders’ equity as required for available-for-sale securities and
therefore is not in compliance with GAAP. According to paragraph 13 of SFAS No. 115, unrealized
holding gains and losses for trading securities shall be included in current earnings. The unrealized holding
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gains and losses for available-for-sale securities shall be excluded from earnings and reported as a net
amount, net of taxes, in a separate component of shareholders’s equity until realized.

3)

Gains trading or "cherry picking" are terms used to apply to the situation where an entity sells investments
in debt securities on which appreciation has occurred while retaining those securities on which losses would
have to be reported if sold. If the retained securities are held to maturity they would be redeemed with no
recognition of a gain or loss. In certain situations, the SEC has stated that these gains from "cherry
picking" resulted in realization of large net gains instead of net losses for the entities.
NationsBank Corp. in 1992 bowed to SEC pressure and revised its 1991 financial statements by
reclassifying $8.9 billion of securities in its investment portfolio (held-to-maturity) to assets "available-forsale". The SEC’s intent in this action was to discourage banks from "cherry picking".
In a Wall Street Journal article (April 14, 1993), many bankers are unhappy with the new accounting
requirements for valuing their bond securities. Various comments from bankers were as follows: "The bond
valuation rule will encourage banks to shed long-term bonds and invest more in short-term securities. Such
a switch could hurt communities that sell long-term bonds in limited markets and may lessen capital available
for loans to small business;" "The rule will make it tough to buy long-term, fairly illiquid bonds from local
communities and could crimp capital available for loans." From such comments, the instructor can stress
the impact on the capital markets accounting rules can or might have.
In December, 1991, the Federal Financial Institutions Examination Council (FFIEC) issued a supervisory
policy statement that identified certain unsuitable practices for investment (or held-to-maturity) portfolios.
One unacceptable practice was gains trading. Entities that engaged in gains trading with held-to-maturity
debt securities would be required to account for these securities as trading assets or as available-for-sale.

4)

The main limitations cited for only recording Transcontinental’s debt and equity securities at fair value is
that the other assets are at historical cost. Therefore we have an inconsistency in application. It has also
been argued that the related liabilities associated to the investment securities should also be recorded at fair
value. To record the assets (investment securities) and not the related liabilities result in misleading financial
statements. This would appear to be inconsistent with the accounting for hedges set forth in SFAS No. 80,
Accounting for Future Contracts.
The instructor should at this point tie this question to #12 on hedging. Transcontinental does record
certain liabilities at current values for hedging purposes.

5)

Since any unrealized gains or losses are determined on individual securities, it is possible to have both
unrealized gains and losses for each category of securities.

6)

This question attempts to highlight the measurement issues that confront management when trying to value
financial instruments. One issue commonly raised by entities is the added cost to develop a system to track
market values for their investment securities.
There is also the concern of proper valuation of various securities that do not have a ready market such
as junk bonds. Management may have difficulty in valuing such securities.
Also, a problem facing management arises from the asset management policy. Which bond securities
should be used for asset management and therefore might not qualify to be classifies as held-to-maturity?

7)

According to paragraph 10 of SFAS No. 115, an entity may choose to designate certain debt securities as
unavailable to be sold to accomplish any ongoing adjustments deemed necessary under its asset-liability
management. Those debt securities can be classified as held-to-maturity and recorded at amortized cost,
with the other debt securities used for asset-liability management purposes valued at fair value. Therefore,
the auditor would be interested in the asset-liability management policies and the valuation of any debt
securities.
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Some basic arguments in support and in opposition to fair value can be summarized as follows:

Relevance of Fair Value —

Proponents of fair value argue that valuation based on current (fair) values provides more relevant
information about current conditions of an entity then valuations based on historical acquisition costs. Also,
it is argued that fair value is a better estimator of an entity’s true capital and therefore is a key indicator of
the entity’s ability to bear business and financial risks.
Opponents of fair value argue that fair value is irrelevant to managers and users, if management has the
intent and ability to hold an item to maturity. Others argue that certain securities are traded only in illiquid
markets and therefore such fair value is a liquidation value and not a going-concern value and thus is not
relevant.
Reliability —

Proponents argue that since fair value is more relevant it is also more reliable than historical cost
information for decision making by management and also for evaluation decisions by users of the financial
statements. Since book value typically masks substantial unrealized losses at weak financial institutions,
solvency determinations based on accurate fair value would be more reliable.
Opponents argue that fair value is so volatile that it is not reliable. Also, in illiquid markets, fair value
in not reliable information.

Cost —

Proponents state that fair value information is currently gathered by many organizations and therefore an
entity would incur minimal costs in obtaining fair value information.
Opponents argue that the cost for many entities would be significant due to the fact that the entities
would need to modify or develop their accounting systems to gather and record fair value information. It
is also argued that certain investments do not have liquid markets and therefore the cost to obtain or estimate
fair value would be prohibitive. Therefore, the potential usefulness of fair value information does not justify
its cost of production, dissemination, and verification.
Potential Economic Consequences —

Proponents of fair value argue that current market values would produce economically more meaningful
measures of capital, which for financial institutions measures of capital ratios are the cornerstone of safety
and soundness regulation of banks and thrifts. Also, fair value highlights in a clearer perspective, the
outcomes of investment decisions of management. The use of fair value would enhance the accountability
of management thereby encouraging better hedging of the true economic risks of the entity. Fair value
would also discourage transactions motivated by accounting rather than economic profitability such as "gains
trading".
Proponents of fair value contend that widespread demands for substantial additional supplemental
disclosure implies a need for changes in the basic measurement criteria of GAAP.
Opponents present the argument that the inherent subjectivity in estimating fair values for nontraded
assets and liabilities could reduce the comparability of estimates of fair values provided by different
institutions and render it difficult to verify valuations through audits and examinations. The inherent
problems in fair value estimates could lead to financial statements being more prone to manipulation, thus
increasing rather than diminishing uncertainty about the true conditions of an entity.
Fair values could have adverse implications for credit availability. Fair value would tend to restrict
credit availability during periods of declining asset prices as the capital position of depository institutions
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erode. Such volatility in asset prices could engender instability in the supply of credit to meet the needs
of borrowers.
9)

Paragraph 8 of SFAS No. 115 states that certain changes in circumstances may change an entity’s intent to
hold a certain security to maturity without calling into question its intent to hold other debt securities to
maturity in the future. Such changes include:
a) Significant deterioration in the issuer’s creditworthiness

b) A change in tax law that eliminates or reduces the tax-exempt status of the debt security
c) A major business combination or disposition which necessitates the sale or transfer of the debt security

d) A change in statutory or regulatory requirements of what constitutes a permissible investment
e) An increase in regulatory capital requirements requiring an entity to downsize by selling certain debt
securities

f) An increase in risk weights used for regulatory purposes

10) According to SFAS No. 107, paragraph 19, fair value information is generally obtained from various market
sources. Four broad markets identified include: 1) an exchange market which provides high visibility and
order to the trading of financial instruments, 2) a dealer market whereby dealers stand ready to trade and
thus provide liquidity to the market, 3) a brokered market is one where a broker attempts to match buyers
and sellers but does not stand ready to trade for their own account, and 4) a principal-to-principal market
whereby transactions are negotiated independently with no intermediary, and with little public information
released.
For financial instruments that are not traded regularly, management should attempt to provide its best
estimate of fair value. In a review of the financial statements and footnotes of Transcontinental, the
following techniques were utilized to arrive at estimates of fair value for various investments:
Footnote A states that Transcontinental utilized quoted market prices for the investments in equity
securities. For those fixed maturity securities not actively traded, market value was estimated using values
of similar securities with similar credit ratings.
The instructor could also point out at this time as stated in footnote G, that fair value for investment type
contracts are estimated using discounted cash flow calculations.
11) According to SFAS No. 105, a financial instrument is defined as follows:
"A financial instrument is cash, evidence of an ownership interest in an entity, or a contract that both: a)
imposes on one entity a contractual obligation (1) to deliver cash or another financial instrument to a second
party or (2) to exchange financial instruments on potentially unfavorable terms with the second entity, and
b) conveys to that second entity a contractual right (1) to receive cash or another financial instrument from
the first entity or (2) to exchange other financial instruments on potentially favorable terms with the first
entity".
Trade receivables and payables meet this definition of a financial instrument and therefore the fair value
of these instruments should be disclosed. However, according to FASB No. 107, paragraph 13, it is stated
that no disclosure is required for trade receivables and payables if the carrying amount approximates
fair value.

12) The explosive growth in innovative financial instruments and the increase in the volatility of market prices
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has caused an increase in the use of hedging. An entity attempts to hedge in order to protect against
possible adverse consequences that may arise from certain exposures to risk, such as changes in interest
rates, foreign exchange rates, or prices.
According to a research report by the FASB entitled Hedge Accounting: An Exploratory Study of the
Underlying Issues, hedging is defined as

"a relationship between two or more otherwise separate positions wherein losses (or gains) on the item
being hedged are expected to be counterbalanced in whole or in part by gains (losses) on the hedging
instrument".

Hedging is therefore a method of risk reduction whereby the hedging instrument (investment or liability)
is used to mitigate the risk exposure in a hedged item. In Transcontinental’s footnote G, they state that their
investment-type contracts and other life insurance policy reserves generally provide a natural hedge against
fair value changes in the investments held to fund those reserves. Therefore, a natural hedge in where a
natural counterbalancing in the change of values exist between the hedging instruments. The instructor at
this point might highlight the basics of hedge accounting including the need for correlation between the
hedged items.
13) According to SFAS No. 115, paragraph 18, cash flows from the purchase , sale, or maturity of availablefor-sale and held-to-maturity securities should be classified as cash flows from investing activities. Cash
flows from trading securities should be classified as operating activities. Transcontinental has classified the
purchase, sale, and maturity of the held-to-maturity and available-for-sale securities as financing activities
which is not in compliance with current GAAP.
14) No. According to paragraph 137 of SFAS No. 115, a debt security is one that represents a creditor
relationship with an enterprise. A loan to a policyholder therefore is not a debt security.
15) Paragraph 4 of SFAS No. 115 specifically states that this statement does not apply to investments in equity
securities accounted for under the equity method nor to investments in consolidated subsidiaries. However,
APB No. 18, The Equity Method of Accounting for Investments in Common Stock, in paragraph 19-h
requires that a loss in value of an investment which is other than a temporary decline should be recognized
the same as a loss in value of other long-term assets.

16) SFAS No. 115, paragraph 18 requires that cash flows from sales and purchases be reported gross for each
security classification in the statement of cash flows. However, SFAS No. 95, Statement of Cash Flows,
paragraph 79 permits cash flows stemming from all investments, loans, and debt with original maturities of
three months or less to be reported net.
17) SEC Accounting Series Release No. 118 provides guidance in the valuation of such investments:
independent valuations, discounted cash flow analysis, and valuation of similar companies. See also audit
question number one and the related teaching note.

18) This is an open ended question facing management. Certain individuals argue that the current authoritative
literature will encourage entities to invest in only short term securities. See the pros and cons as discussed
in teaching note number 8.

AUDIT CONCERNS
1)

It would be appropriate with this concern to discuss the major purposes of disclosure. It should be pointed
out that the auditor is required to audit not only the information in the financial statements but also the
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information and amounts in the footnotes.
In Appendix D of SFAS No. 105, the following purposes of disclosure are presented: to provide
descriptions, to provide measures, and to help in assessing risks and potentials of an entity. The FASB also
concluded in SFAS No. 107, paragraph 84, that disclosures about fair value of financial instruments should
be included in the basic financial statements (which includes the footnotes) with the entity allowed to
determine the most appropriate way to disclose the required information. FASB Concept Statement No. 5
distinguishes between information that should be part of the basic financial statements and that which should
be provided as supplementary information. The Board reported that disclosing some fair values outside and
others as part of the basic financial statements could be confusing to user of the financial statements.
SFAS No. 107, paragraph 7, requires disclosures about fair value for all financial instruments, whether
recognized or not recognized in the statement of financial position. Also, in paragraph 10, the FASB states
that an entity shall disclose, either in the body of the financial statements or in the accompanying notes, the
fair value of financial instruments for which it is practical to estimate that value. SFAS No. 115 presents
the detailed information that is required to be disclosed for the three classifications of securities.
The auditor should be concerned that the market values used for accounting and disclosure purposes are
appropriate and accurate. Obtaining evidential matter for privately held companies may be especially
difficult. In such instances independent valuations, sales of securities by the entity to other parties,
discounted cash flow analysis and valuations for similar companies are often required. SEC Accounting
Series Release No. 118 provides guidance on the type of evidential matter the company should have and the
auditor should examine. This question also relates to the accounting question #17.

2)

SFAS No. 115, paragraph 14, states that dividends and interest income, including amortization of the
premium and discount arising at acquisition, for all three categories of investments in securities shall
continue to be included in earnings.
Since such dividends and interest has been earned, they meet the requirements for revenue recognition
in Concept Statement No. 5, and therefore need be recorded in the current period.

3)

Paragraph 16, of SFAS No 115 requires an entity to determine whether a decline in fair value of either
available-for-sale or held-to-maturity securities below the amortized cost basis is other than temporary. If
the decline is judged to be other than temporary, the cost basis of the security shall be written down to fair
value as a new cost basis and the amount of the write-down shall be included in current earnings.
The applicable auditing literature include SAS No. 1, AU Section 332, "Long-Term Investments and its
Interpretation, "Evidential Matter for the Carrying Amount of Marketable Securities" (AU Sec.
9332.01-.14).
For SEC registrants, additional guidance can be found in SEC Staff Accounting Bulletin (SAB 59) Topic
5-M, Noncurrent Marketable Equity Securities and in related Accounting and Auditing Enforcement Releases
Nos. 309, 316, 416. Generally the SEC Staff believes a decline in value of greater than 6 to 9 months in
duration is other than temporary. The Staff does not believe the argument that the economy in general will
rebound overcomes the need to record such declines in value. Rather specific evidential matter must be
obtained for the specific investment to overcome the need to record a loss. The Staff also believes that
impairment in asset values should be measured on an asset by asset basis rather than a portfolio basis.

4)

SFAS No. 115, paragraph 15, deals with the transfers between categories. It states that a for a debt security
transferred into the available-for-sale from the held-to-maturity category, the unrealized holding gains or loss
at the date of the transfer shall be recognized in a separate component of shareholders’ equity.

5)

In establishing intent, an auditor might consider pertinent historical experience, such as the activity in sales
and transfers of debt securities that have been classified as held-to-maturity. If any pattern of sales or
transfers exist, this would indicate an inconsistency with any management’s intent to hold debt securities
to maturity.
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6)

Paragraph 25 of SFAS No. 115, states that the effect on retained earnings of initially applying this statement
shall be reported as the effect of a change in accounting principle in a manner similar to the cumulative
effect of a change in accounting principle as described in paragraph 20 of APB Opinion No. 20, Accounting
Changes.

7)

In Note A to the financial statements of Transcontinental it states that fixed maturity securities which are
expected to be called by the issuer or sold in the next three months are classified as available for sale. Also,
paragraph 15 of SFAS No. 115 requires the transfer of a security between categories of investments to be
accounted for at fair value.

READING REFERENCES
Burton, Lee, "SEC Pushes Market-Value Accounting on Banks Reaping Big Investment Gains", Wall Street
Journal, April 24, 1992.

Burton, Lee, "FASB Votes to Make Banks and Insurers Value Certain Bonds at Current Prices", Wall Street
Journal, April 14, 1993.

Stewart, J.E. "The Challenges of Hedge Accounting", Journal of Accountancy, Nov. 1989,
pp. 48-52.
Swenson, Dan W. and Thomas E. Buttrose, "A Return to the Past: Disclosing Market Values of Financial
Instruments" Journal of Accountancy, Jan. 1993, pp. 71-77.
Woods Clifford C. and Halsey G. Bullen," An Overview of the FASB’s Financial Instruments Project," Journal
of Accountancy, Nov. 1989, p. 43

Wyatt, Arthur, "The SEC Says: Mark-to-Market!", Accounting Horizons, March, 1991, pp. 80-84.

APPLICABLE PRONOUNCEMENTS
AICPA Statement of Position 90-11, Disclosure of Certain Information by Financial Institutions About Debt
Securities Held as Assets.
AICPA Statements on Auditing Standards No. 1 (AU Section 332) and its Interpretation (AU Section
9332.01-.14).

SFAS No. 105, Disclosure of Information about Financial Instruments with Off-Balance-Sheet Risk and Financial
Instruments with Concentrations of Credit Risk, March, 1990.
SFAS No. 107, Disclosures about Fair Value of Financial Instruments, December, 1991.
SFAS No. 115, Accounting for Certain Investments in Debt and Equity Securities, May, 1993.
FASB Research Report, Hedge Accounting: An Exploratory Study of the Underlying Issues, 1991.
FASB Concept Statement No. 1, Objectives of Financial Reporting by Business Enterprises.
FASB Concept Statement No. 5, Recognition and Measurement in Financial Statements of Business Enterprises.

Copyright 1993 by the American Institute of Certified Public Accountants (AICPA) and donated to the public domain for educational use.
Cases developed and distributed under the AICPA Case Development Program are intended for use in higher education for
instructional purposes only, and are not for application in practice. The AICPA neither approves nor endorses this case or any solution
provided herewith or subsequently developed.

AICPA Case Development Program

Case No. 93-09: Transcontinental ♦ 20

FFIEC Federal Financial Institutions Examination Council — Supervisory Policy Statement, Dec. 1991.
SEC Staff Accounting Bulletin No. 59, Noncurrent Marketable Equity Securities.
SEC Accounting Series Release (ASR) No. 118, Accounting, Valuation and Disclosure of Investment Securities.

SEC Accounting and Auditing Enforcement Releases Nos. 309, 316, 416.

Copyright 1993 by the American Institute of Certified Public Accountants (AICPA) and donated to the public domain for educational use.
Cases developed and distributed under the AICPA Case Development Program are intended for use in higher education for
instructional purposes only, and are not for application in practice. The AICPA neither approves nor endorses this case or any solution
provided herewith or subsequently developed.

AICPA Case Development Program

Case No. 93-10: Accounting for Hurricane Andrew Insurance Proceeds ♦ 1

ACCOUNTING FOR HURRICANE ANDREW
INSURANCE PROCEEDS
Ronald O. Reed, Associate Professor
University of Northern Colorado, Greeley

Charles A. Anderson, Shareholder
Anderson & Whitney, P.C., Greeley, Colorado

Hi-Way Drugs, Inc. (Hi-Way), a retail pharmacy outlet chain with 15 stores in Southern Florida, is a privately
held corporation with a September 1992 year-end. During August 1992, Hurricane Andrew struck Southern
Florida and caused significant damage to 12 of the stores. These 12 stores were completely destroyed, losing
all of their inventory, furniture and equipment, buildings, and improvements to the buildings. The book value
of the assets lost was estimated to be $1.2 million.
The company is in the process of preparing its September 30, 1992 financial statements. A major creditor
of Hi-Way requires Hi-Way to provide them with CPA reviewed quarterly financials and audited annual financial
statements. Because of Hi-Way’s current financial condition and the uncertainty caused by the recent hurricane,
the creditor has requested preliminary financial statements by the end of October in order for them to grant
additional credit to Hi-Way. Receiving credit from this creditor is essential for Hi-Way to carry on business.
Hi-Way is insured for the property loss at replacement value and also carries business interruption insurance
for lost business. Hi-Way believes that the insurance proceeds for the lost assets will be in the range of $2.0
million to $2.5 million. Currently, Hi-Way anticipates using the insurance proceeds from the lost assets to
replace those assets.
Hi-Way is unsure when it will again be fully operational in these twelve stores, but they have hopes to reopen
the stores within a four month period. The company does not expect to file a formal insurance claim until all
of the businesses are fully operational. Hi-Way believes only then will the entire amount of business interruption
insurance be known. If Hi-Way had to estimate business interruption insurance amounts for the period from the
hurricane date to the end of September it would be $500,000. An estimate for the entire interruption period is
$3.5 million.
Hi-Way has received formal notification from its insurance carrier that it is covered by insurance from that
carrier. However, rumors are floating around indicating the insurance carrier is struggling financially to pay its
claims. Also, Hi-Way believes that the insurance carrier will advance them approximately 50 percent of the
expected proceeds of all coverage sometime in November.
Edith Haskell is the audit partner from your firm assigned to Hi-Way and has reviewed the issues with HiWay concerning its hurricane insurance claim. She believes that the absolute lowest estimate of the amount to
be recovered for the assets lost is $1.5 million and the maximum is $2.5 million. As for the business interruption
claim, Haskell believes 50 percent of Hi-Way’s estimate will be collectible.
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Based on preliminary estimates, Hi-Way would have the following 1992 results without any recognition of
losses or gains on assets lost and insurance proceeds from interruption insurance:
Revenues
Expenses
Assets
Liabilities
Equity

$ 9,000,000
10,000,000
3,500,000
4,000,000
(500,000)

Prior to the hurricane, Edith Haskell strongly felt Hi-Way had a serious going-concern problem due to the large
net loss in this year as well as in past years, the large amount of liabilities compared to assets, and a cash flow
problem. However, Haskell, now, believes Andrew may have given Hi-Way a new breath of life because the
insurance proceeds could provide a new source of cash flow that could eliminate their financial problems. Also,
fortunately, Hi-Way was able to get rid of their obsolete and worthless inventory.
Hi-Way’s position as to the recognition of the insurance proceeds in its September 30, 1992 financial
statements is that they would like to recognize a receivable for $6 million, to report a gain for $1.3 million for
the assets lost, and recognize revenue of $3.5 million for business interruption, which is the amount for the entire
four month period.
Hi-Way believes insurance proceeds will allow them to reorganize by eliminating unprofitable stores and
using some of the insurance proceeds to reduce liabilities. Hi-Way also believes that business will significantly
increase over the next year because of the increase in sickness and homelessness due to the hurricane damage.
REQUIRED

Edith Haskell has asked you to prepare a report that fully describes the firm’s position as to the accounting
recognition and reporting issues for Hi-Way Drugs. Specifically, Edith has asked you to answer the following
questions and where appropriate, cite appropriate authoritative accounting and auditing literature.
1.

Discuss the proper accounting treatment and financial statement presentation for the recognition and timing
of the insurance proceeds. Be sure to identify the specific periods (1992 and/or 1993) of recognition and
timing for the specific type of insurance proceeds, assets coverage and business interruption coverage.
Prepare the accounting entries for each period to recognize the insurance proceeds. If alternatives accounting
for these transactions is allowed by GAAP, present the alternatives and conclude on which position the CPA
firm should recommend as the preferable treatment for Hi-Way.

2.

Discuss what information should be included in the footnote disclosure concerning this matter for the
September 30, 1992 financial statements .

3.

For auditing classes, prepare the auditor’s report for the 1992 financial statements, assuming there are no
other additional problems.
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Accounting for Hurricane Andrew Insurance Proceeds
TEACHING NOTES
Ronald O. Reed, Ph.D., Associate Professor
University of Northern Colorado, Greeley
Charles A. Anderson, Shareholder
Anderson & Whitney, P.C., Greeley, Colorado

EXECUTIVE SUMMARY OF CASE

This case is designed to require students to perform accounting research and make judgments about their findings.
The case is about a business that has suffered significant damage from a hurricane. However, the business carries
insurance to replace the assets lost and business interruption insurance for lost income during the recovery period.
To complicate matters, the insurance company has potential financial problems and may not be able to pay the
proceeds.
OBJECTIVES OF THE CASE
This case requires students to exercise professional judgment about accounting rules that apply to gain recognition
and the timing of that recognition. In particular, students are asked to make judgmental decisions about
recognition and timing of an appropriate insurance receivable, a gain, which is probably considered a contingent
gain, as a result of hurricane insurance proceeds, and the classification of the gain and business interruption
insurance in the income statement. Students have the opportunity to examine accounting literature concerning
asset and gain recognition, including related contingent gains and losses. Furthermore, the case can be expanded
to require students to make decisions about audit opinions.

COURSES FOR CASE
This case can be used in intermediate financial accounting and auditing classes.

TIME FRAME FOR CASE

This case should be handed out to the class with ample time for the students to research the accounting issues
and to think about the alternative solutions. Generally, a two to three week period is ample for them to cover
the issues.
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Also, since this case requires students to investigate authoritative accounting literature and make complex
accounting decisions, a group approach is recommended. The group approach will foster exchanges among
students and allow for differing views to be discussed.
SUGGESTED PROFESSIONAL PRONOUNCEMENTS
AND SOURCES OF INFORMATION

Accounting Principles Board (APB) Opinion No. 30, Reporting the Results of Operations—Reporting the Effects
of Disposal of a Segment of a Business and Extraordinary, Unusual, and Infrequently Occurring Events and
Transactions.
Statement of Financial Accounting Standards (SFAS) No. 5, Accounting For Contingencies.
Statement of Financial Accounting Concepts (SFAC) No. 2, Qualitative Characteristics of Accounting
Information.
Statement of Financial Accounting Concepts (SFAC) No. 5, Recognition and Measurement in Financial
Statements of Business Enterprises.
Statement of Financial Accounting Concepts (SFAC) No. 6, Elements of Financial Statements.

Accounting Trends and Techniques, AICPA, relevant editions.

AICPA Technical Practice Aids, AICPA.

LEXUS/NEXUS Database
DISCUSSION ISSUES IN SOLUTION

Hi-Way Drugs carried insurance coverage to replace the assets that are lost in the hurricane and also, business
interruption insurance. The insurance coverage is to cover losses suffered from the disaster, not to incur a gain.
However, in this situation, Hi-Way has coverage on its tangible assets at current replacement cost, which exceeds
the carrying amount of the assets lost and results in a gain for the company.
In determining the response for this situation the accountant needs to determine whether an insurance policy
is definitely in effect, whether the insurance company will pay the proceeds, and when the proceeds might be
received. This particular situation allows students to research issues concerning recognition and timing of gains,
the contingent events area with emphasis on gains rather than losses, and income statement classification of gains
and business interruption insurance.

Contingent Gain Recognition

Before deciding when to recognize the insurance proceeds, students need to decide whether the proceeds are
actually going to take place and result in a gain. The transaction involving the insurance proceeds is incomplete
and will occur in the future. Thus, this situation should be viewed as a contingent event.
At this point, the instructor should have the students review SFAS No. 5, Accounting For Contingencies and
the concepts of accrual accounting. SFAS No. 5 generally prohibits recognition of gain contingencies and
requires the gain to be realized before recognition. However, disclosure of the gain contingency should be made,
but care should be used to avoid misleading implications.
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Timing of the Recognition

At this point, students need to decide whether an asset exists for the insurance proceeds and the amounts to be
received. Some alternatives for the timing of recognition of insurance proceeds are:

•
•
•
•

When the insurance company pays the proceeds.
When the insurance company admits liability.
When their is a reliable estimate of the amount of proceeds.
When the hurricane occurred.

There are no definite accounting rules as to when it is appropriate to recognize the insurance proceeds and gain.
However, this situation maybe viewed as accounting for an estimate, whereby if the amount is reasonably
estimatable and collectible, then recognition may occur at that point. Students could review SFAC No. 2 for
information about uncertainty and precision of accounting information.
At this point, the instructor may want to discuss the recognition and measurement of elements in the financial
statements. The instructor may want the students to review SFAC No. 5, Recognition and Measurement in
Financial Statements of Business Enterprises. The basic recognition criteria discussed in this document provides
some guidance:
•
•
•
•

Definition: The item meets the definition of an element of financial statements.
Measurability: The item has a relevant attribute measurable with sufficient reliability.
Relevance: The information about it is capable of making a difference in user decisions.
Reliability: The information is representationally faithful, verifiable, and neutral.

Also, this document provides further guidance about using "conservatism" in recognition of revenue and gains
that involve uncertainty around incomplete transactions.

Income Statement Classification
The classification of the insurance proceeds on the income statement needs to be divided into the proceeds
covering the part for assets lost and the part for business interruption. The portion of the proceeds covering the
assets lost, which results in the gain could be classified as either an extraordinary item or a gain that flows into
other income and is reflected as part of income before extraordinary items. Students should review APB Opinion
No. 30, Reporting the Results of Operations—Reporting the Effects of Disposal of a Segment of a Business and
Extraordinary, Unusual, and Infrequently Occurring Events and Transactions. Some students will argue that
Hurricane Andrew was such an unusual and infrequent event that it should be classified as an extraordinary event
while others will view hurricanes in Florida as neither unusual and infrequent and classify the gain as part of
other income.
The proceeds for business interruption insurance is a recovery of net income lost during an interruption
period. Generally, this amount represents a net income amount and can be quite controversial. When material,
generally, the classification is to report it in the "other income" section of the income statement so as not to
dramatically affect ratio analysis involving revenues and gross margins.
THE SOLUTION
When presenting a solution for this case, please remember that there is no right answer. Each student or group
will assume different facts and, most likely, take different degrees of risk. The main point to emphasize to
students is to justify through authoritative literature and relevant, comparable practices their solution and to
document the justifications and findings.
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Parts 1 and 2:
In our opinion, the best solution is a conservative approach. This approach would be not to allow recognition
of the insurance proceeds until they are realized. However, we do believe that an insurance policy is in force
and it is reasonably probable to be collectible. This assumption allows us to argue that no loss will occur because
insurance proceeds will cover the recorded book value of the assets lost. But at the same time, no gain will be
allowed until the insurance proceeds are collected. Also, no recognition for business interruption insurance
proceeds would take place in the 1992. In 1992, the footnote would disclose information about the disaster and
explicitly indicate that no gain recognition has taken place. Also, we would allow an indication that insurance
coverage does exist and the proceeds should result in no losses. In the 1993 financial statements, any resulting
gain for asset coverage and proceeds for business interruption would be classified as other income and not
classified as an extraordinary item.
The recommended journal entries at the end of 1992 and 1993 would be:

1992:

Insurance Receivable
Assets Lost

$1.2 million

$1.2 million

To remove assets lost in hurricane
1993

Cash Received
Gain on Assets Lost in Hurricane
Insurance Receivable
Other Income — Business Interruption

$xxxx
$xxxx
$xxxx
$xxxx

Part 3: Auditor’s Opinion

We would issue a standard report with a going concern paragraph that fully describes the situation.
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RUN, INC.: A CASE STUDY ON THE
RESPONSIBILITIES OF
ACCOUNTANTS IN INDUSTRY
*

Prepared by the American Accounting Association Committee
on Liaison with the Securities and Exchange Commission
Committee Membership, 1992-1993:

Thomas R. Weirich, Chair, Central Michigan University
James C. Flagg, Texas A&M University
Marcia S. Niles, University of Idaho
Robert W. Rouse, College of Charleston
Robert J. Sack, University of Virginia, Darden School
Jack E. Wilkerson, Jr., Wake Forest University
Committee Membership, 1993-1994:

Robert J. Sack, Chair, University of Virginia, Darden School
Dan S. Dhaliwal, University of Arizona
Robert Eskew, Purdue University, Krannert School
Jack Krogstad, Creighton University
Marcia S. Niles, University of Idaho
Thomas R. Weirich, Central Michigan University

With the assistance of practitioners in industry
and public practice:
From the industry side,

Mr. Lawrence D. Handler, member of the AICPA Professional
Issues Subcommittee of the Members in Industry Executive
Committee and active in the development
of the new ethics interpretations cited in the Teaching Note for this case.
From the public practice side,

Mr. Lynn Turner, partner in the Denver office
of Coopers & Lybrand and former SEC practice fellow.

*

This case was prepared by the American Accounting Association’s Committee on Liaison with the Securities
and Exchange Commission, to provide a basis for class discussion. The case is based on issues raised in SEC
enforcement actions, and on general business experience, but the facts have been disguised.
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RUN, INC.: A CASE STUDY ON THE
RESPONSIBILITIES OF ACCOUNTANTS IN INDUSTRY
The work of preparing the 1991 financial statements for RUN, Inc. was largely complete and the company’s
Controller, Martin Field, recognized that this final reading of the draft statements was a critical time. Once the
statements were released to the printer and distribution was begun there would be no chance for second thoughts.
He had been on the job at RUN,Inc. for only five months, but they had been the most tumultuous months of his
career. Now all of that tumult was coming down to this single February afternoon. He was proud of the work
he had done in cleaning up the Company’s balance sheet, and he had satisfied himself that there would be no
more unpleasant surprises in that area. He had also pretty well convinced himself that the compromise which
had been developed by the CEO for the presentation of the Income Statement was acceptable, but compromises
had always made him uncomfortable. It was soon going to be time to accept that compromise or do something
else — although what the something else might be was not really clear.

THE COMPANY

RUN, Inc. manufactured and marketed a variety of products and parts for automobiles, from starters, alternators
and brakes to complete replacement interiors. The Company had originally been known as Rebuilt and Used
Auto Parts, Inc. but the acronym RUN had been adopted as the Company’s name when the product line was
expanded to include new replacement parts and other auto accessories. Sales had been good during the early
1980’s as interest rates and credit problems discouraged people from buying new cars and encouraged them to
repair and rehabilitate their existing cars. As consumer confidence waned in the later eighties and early nineties,
even that upgrading process came under pressure and the company’s spectacular sales curve began to flatten out.
Still, the company had been well received by the financial markets and the stock traded (on NASDAQ) at an
attractive multiple. (Earnings data and stock price activity for the period 1987-91 is detailed in Exhibit I.)
The company sold its products primarily to independent and chain auto parts retailers in the Southeast. Most
of the products in the Company’s line were either rebuilt from parts which had been scrapped or were
manufactured by RUN to meet original equipment specifications. The Company also sold parts and accessories
manufactured by offshore suppliers. There were several other companies in the field about the same size as RUN
and there was very little to distinguish one firm’s rebuilt starter (for example) from another. RUN stressed its
distribution system and its prompt delivery as its competitive advantage. The company’s primary facilities were
in Montgomery, Alabama, but 12 warehouses had been established at strategic locations throughout the Southeast.
RUN’s management team included The Chairman (and founder) Harry White; the Chief Executive Officer,
John Harvey; the Sales VP, Joanne Jones; the Operations VP, Tex Armor; and the Secretary/ Treasurer (and
Harry’s Wife), Mary White. All of those people were members of the Board of Directors, together with a partner
in the company’s law firm, and a vice-president from the company’s bank. Both of those men were long time
friends of the Whites, and been associated with the company since its earliest days. The management team was
a close knit group and met frequently for working lunches. Because of the strength of that working relationship,
and the strength of the White’s personalities, the Board was not significant to the structure of the firm. Board
meetings tended to be formalities, where the results of the previous period and plans for the next period were
reviewed and approved.
The company’s accounting functions were Mary White’s responsibility but the day-to-day accounting activities
had been the primary responsibility of Lester Foote, until his retirement in the summer of 1991. Martin Field
assumed those day-to-day responsibilities in October, 1991 with the title of Controller. He had taken the job with
the understanding that he would become CFO and Treasurer in two years when the Whites were planning to step
out of active involvement in the firm.

MARTIN FIELD

Martin Field was a very good accountant and he enjoyed his work. He had graduated from a good public
university with straight A’s in Accounting. His other grades had not been quite up to that level, but he was still
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able to land a job with the Atlanta office of a major CPA firm as a junior auditor. He easily passed the CPA
exam on the first try and moved through the ranks of his firm. As he moved up in the firm he found that he was
measured against different and more intangible standards: he was expected to resolve accounting problems with
client managements at higher and higher levels, and he was asked to look aggressively for opportunities where
the firm’s tax and consulting services might be brought to bear on clients’ business problems. He didn’t really
like the new marketing-type responsibility he was being asking to undertake, and because he was uncomfortable
in that role he did not do it very well. When one of the firm’s partners pointed him to an assistant controller’s
job with one of Atlanta’s most prestigious companies, Martin jumped at the chance.
In that new job, Martin was responsible for the preparation of the company’s annual and quarterly filings with
the SEC, and was the company’s primary liaison with the external auditors. It was easy for him to learn the
annual reporting process from the other side of the desk and after several years he was bored. He decided that
he wanted to get into the financing aspect of business and to move toward a CFO position.
Martin first heard about RUN when a headhunter, looking for a replacement for Lester Foote, called in early
1991. After some initial interviews, the Company expressed real interest in Martin and he was sorely tempted.
The Company’s suggestion, that he start as controller and then in two years move up to CFO, seemed to be
exactly what he had in mind. Still, he wavered because he was uncomfortable with what he took to be a very
unstructured management environment. He reasoned that that nonchalant environment was partly a reflection of
the family-style management the company had experienced in its early years, and partly the shirt sleeve nature
of the industry. John Harvey assured him that the company’s management style was evolving and would continue
to become more business-like as the Whites phased out into retirement and played a decreasing role in the firm.
Martin understood that the industry would always be a little rough and tumble, but those concerns were somewhat
offset by the company’s very attractive salary offer. He was finally convinced to take the job when the Whites
offered him a five year option to buy 5,000 shares of stock in the firm at $1.50 a share.
Earlier, when Martin had first left public practice, he had carefully weighed the cost of maintaining his
membership in the AICPA and his state society. Ultimately he decided to retain those memberships because he
was proud of his CPA status, and because those memberships gave him a network of professional associates and
brought him journal subscriptions. He also complied with the Continuing Professional Education requirements
imposed by his state society and the AICPA, because he felt it was important that he keep his skills up to date.
He had joined the Institute of Management Accountants when he first took the assistant controller’s job and he
found their publications to be of interest as well. When he decided to take the job with RUN, he checked into
the membership requirements for the Financial Executives Institute, but found that they would not consider him
until he achieved the CFO position.
PROBLEMS WITH THE PRIOR FINANCIALS

During Martin’s first week on the job, in early October 1991, he studied the firm’s systems and began to get into
the details of the accounts. In one sense he was pleased that the year-end was fast approaching; he understood
that the effort of pulling together the financial statements for the first time would force him to understand the
numbers in depth, in a hurry. For example, he was concerned that the inventories seemed to be very high — even
for a firm which prided itself on prompt service — and the receivables had been growing much faster than sales.
The audit process would surely flush out any problems which might be lurking in those slow turn-over numbers.
After he had been on the job for about three weeks, Martin was invited to a working lunch staff meeting
which included all of the other senior executives. He was asked for his impressions after his short time on board.
He expressed his concern about the levels of inventory and receivables, and said that in preparation for the yearend audit he planned to visit the warehouses and study the receivables files. Mr. White broke in and told him
that it would be better for him to stay around home for a while and be sure he had the lay of the land. He said,
"We each take care of our own areas of expertise around here — that’s what has gotten us to where we are today.
Tex will worry about operations and the inventory, Joanne will worry about the customers and receivables, and
you just worry about accounting. We’ll all get along fine."
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Martin decided to go along for a while but on his own began to do some analysis of the company’s operating
and balance sheet numbers, comparing them to industry data he was able to get from Dun and Bradstreet. What
he saw heightened his concerns (See Exhibit II). He went to see John Harvey and showed him the ratio data he
had developed. John expressed surprise at the company’s performance against the industry, but said, "We have
always been a customer-oriented firm, and we have not let financial details get in the way of service. It may be
that we will have to exercise a little more control than we have in the past. And you can help us do that — we’re
glad you are here." Martin reminded him that the auditors would be in soon and that they would be looking at
both receivables and inventory. Martin mused, "Maybe I’ll ask them to really get into the details this year, to
help us get a good understanding of where we are. * John simply waved Martin on.
The next day, John Harvey called Martin into his office. All of the officers of RUN were there, even Mr.
and Mrs. White. Mr. White led off, saying, "Martin, we think you are entitled to know what has been going
on here. We have all been concerned about the slow-down in the economy caused by those idiots in Washington.
Sales have been harder and harder to get, and we have been concerned that the stock price would be badly hurt
by any drop-off in our results. I don’t have to tell you that this is an important time for the firm, what with Mary
and me planning to phase out and sell off some of our holdings. After all we have done to build this firm over
the last 25 years we could not let the stock price slip at this critical juncture — I’m sure you understand that. To
keep the price where it belongs, we have been forced to work the books a bit. I’m not sure of the numbers, but
some of those receivables you have been so concerned about are the result of sales that we are sure will happen,
and some of that inventory is stuff that we have shipped but not yet recorded as cost of goods sold. We knew
that eventually things would have to turn around — and they are beginning to do so now. In the next several
years, as operations pick back up, we will work those borrowed profits out of receivables and inventories. We
decided that you would figure it all out yourself soon enough, and so we thought we had better tell you what you
will find."
Martin felt a little weak in the knees. His anger cleared his head however and he said, "Borrowed profits,
indeed! You have to face up to those misstatements now. If you can’t agree to clean up all of that stuff, I’m
going to have to resign. Decide now!" There was an awkward silence, but John Harvey eventually spoke up;
he told Martin to work with Tex and Joanne and figure out the dollar effect of the problems and prepare the 1991
financial statements on the assumption that all of those past misstatements would be resolved this year.
Over the next several weeks, Martin picked up worksheets from Tex and Joanne which suggested that the
preliminary December 31, 1991 balance sheet included $10 million in receivables and inventory which would
have to be written off. Neither of them was exactly sure as to when the results-inflating entries had been
recorded but, based on some sketchy notes they had in their files, Tex and Joanne estimated that $5 million of
the errors had been booked in the prior quarters of 1991; $3.5 million had been booked in 1990; and $1.5 million
had been booked in 1989. Using the data Tex and Joanne provided, Martin prepared the three year income
statements required for the 10-K showing these adjustments as "Corrections of Errors." (See Exhibit III.)
When he showed those results to John Harvey, John blanched. He said, "Martin we can’t do that. No one
is really sure which years are affected, in what amounts. Besides, if we report that we are adjusting the earnings
we reported in prior years, we will lose all credibility with our stockholders. Because of the economy, the results
we have been forced to report have been depressing anyway, and if we add a new insult to the existing injury,
we will probably get sued. I can’t let the Whites wrap up their careers here with that hanging over their heads.
If we can’t work out another way of putting that $10 million behind us, we’ll have to find a way to bleed it in
over the next several years. The economy is picking up you know." When Martin started to protest, John went
on, "Why don’t we just charge all of that stuff off this year as a restructuring charge and say that we are taking
a belt-tightening approach to the business. If we do that right, the stock price might even go up — I’ve seen that
happen to other companies."
John Harvey had Martin’s draft re-typed, pulling the $10 million into 1991 as an unusual item. John also
drafted a note which described that charge as a result of a fresh look at inventory and receivables (See the revised
statements and the draft note in Exhibit IV), and took the package to show to Mr. and Mrs. White. Later, Mrs.
White came to see Martin and told him how pleased she was that he had forced the company to clean house.
She said that she was glad that these problems would be resolved now because she had always worried about what
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people would say if the company had been forced to take a big write-off the year after she retired. She
commented that this was one year she would be happy to sign the 10-K, saying "Next year you can sign off as
the person responsible for the statements, but please let me have this satisfaction this year." The income
statement with the special charge in 1991 was presented to the CPA firm for their audit.
As the audit progressed, the partner and manager asked about the special charge, and Martin explained that
because he was going to be responsible for the December 31, 1991 balance sheet as the starting point for 1992,
he had insisted that that balance sheet be as clean as possible. He referred the auditors to John Harvey’s draft
footnote as a further explanation for the big write-off. However, he also took the CPAs to lunch at an out-ofthe-way place and suggested that they look very carefully at the receivables and inventory items that were written
off in that special charge. He reminded the auditors that he was new on the job and didn’t have all of the details,
but that "some of those things in that write-off don’t pass the smell test." In a subsequent meeting with Martin
and John Harvey, the CPAs challenged the special-item treatment for the write-offs. John explained his belt
tightening philosophy, and when the CPAs nodded sympathetically, Martin sat quietly, saying nothing.
That had been two weeks ago. The external audit team had completed their work and had reported that the
balance sheet was as clean as Martin had said. They accepted the income statement presentation for the $10
million, treating it as a special charge — one of the staff people referred to it as a "change in estimate." All of
the documentation for the audit was completed: the attorneys’ letters were in, the important confirmations had
all been returned and Mr. and Mrs. White and John Harvey had signed the usual representation letter for the CPA
firm. The typed financial statement package was on Martin’s desk ready for one final reading before being
delivered to the printer. The statements were scheduled to be mailed to the shareholders the next day, and would
be reviewed at the shareholders’ meeting two weeks from today. Martin poured himself another cup of coffee
and sat down to read the statements carefully one more time.
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Exhibit II

RUN, Inc.
COMPARATIVE RATIO ANALYSIS
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RUN, Inc.
TEACHING NOTES

for the Case Prepared by the
AAA Securities and Exchange Commission Liaison Committee

OVERVIEW OF THE CASE
Martin Field, RUN’s recently hired Controller discovers that the firm he has just joined has intentionally
misstated its financial results for the last three years. He insists that the manipulations be stopped and that the
errors be corrected. After some hesitation, and with apparent chagrin, the other members of the management
team agree to stop the manipulations. However, for all of the usual reasons, and some that are specific to the
case, no one will agree to restating the prior years’ financial statements. Instead, the Chief Executive Officer
decides that the cumulative effect of those prior errors will be characterized as a restructuring/special item and
charged completely against the current year’s income. The Controller has almost convinced himself to accept
that "compromise" in that it appears to be the only way to get the Company cleaned up. The case suggests other
reasons which he might use to rationalize the treatment of those errors as a current period charge, and the text
ends as the Controller ponders the draft financials with one more chance to insist on a complete restatement and
full disclosure of the prior manipulations.

OBJECTIVES OF THE CASE
The objective of this case is to help senior and graduate accounting students understand and anticipate some of
the complexities which face senior accounting officers. Within that over all objective, there are several sub
objectives which a professor may want to pursue with students:

A discussion of the accounting issue presented in the case will help students internalize the practical difference
between a change in estimate and a correction of an error, and how difficult it is to implement that apparently
benign accounting concept.

More importantly, the case illustrates the implications of a group of new Ethics Interpretations recently
promulgated by The Executive Committee of the AICPA Ethics Division. Those Interpretations require a
member in public practice to consider (at least) the responsibility he or she may have to report any financial
misstatements to a third party — even if the company has refused to give him or her permission to discuss
the matter with outsiders.
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Finally, in addition to illustrating the application of those written rules, a thorough and objective discussion
of the case should help the students visualize the key role which top accounting officers play in our financial
reporting system, and the conflicting loyalties which pull at those people. With that understanding, our
students who go on to senior accounting positions should be better prepared to manage those conflicts. The
students who study the case and go on to public accounting positions should have a more sympathetic
understanding of the environment in which their clients’ financial people do their work.

USE OF THE CASE IN THE CURRICULUM
This case will be most appropriate for senior accounting and graduate students, at the point in their work where
they need to be pushed beyond accounting theory and explicit rules to confront the problems which often
accompany the application of those theories and rules. It may be worked into the course cycle at different points:
During the time when the class is considering the presentation of the income statement (e.g., the differences
between special items, extraordinary items, prior period adjustments);

During the time when the class is considering the different roles assigned to the different players in our
corporate reporting program (e.g., the different responsibilities and duties of the CPAs, the financial officers,
the top management people and the boards of directors);
During the time when the class is considering the role played by the regulators in our reporting program
(e.g., the expectations of the SEC regarding the controllers and CFOs of public companies, and how that
expectation might conflict with the standards set by the professional bodies representing those people); and
During the time when the class is considering the ethics issues which impact the various people who work
in the accounting process, and the provisions of the several ethics codes which have been established to guide
those people.

It will probably be important that the class has had some experience with student-centered case discussions, and
that they be willing to express their views and defend them — and that they understand that their learning will
come from their own debate and not from the Professor’s lecture. Because of its complexity, this case could be
a difficult first case experience for some students.

APPROACH TO THE CASE
It would be wise to assign a reading of the case as an advance assignment, assuming that it will take at least an
hour and half for an adequate preparation. Depending on where the case is used in the curriculum, it might also
be appropriate to ask the students to read:

APB 20 and FASB 16, if the class is considering the income statement and the distinction between a change
in estimate and a correction of an error, or
The 1993 Interpretations of the AICPA’s Code of Ethics, if the class is struggling with the application of the
code to members in industry, and/or
The Codes of the IMA and the FEI, if the class is considering the roles of the various people in the reporting
system.
Assuming that the case is used in a more advanced class, where the students can be expected to have a reasonable
grounding in the key issues, the students might be asked the following question as direction for their preparation:
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You are Martin Field, the Controller of RUN, Inc., and you have finished the cup of coffee referred to in
the last paragraph of the case. What will you do now? Please be prepared to explain your decision.

If there is a question as to whether the class is prepared to begin with an understanding of the controversies
presented in the case, the assignment questions might be more directive, as in the following example:
Study the case and come to class prepared to discuss the following questions:
1) What are the practical differences in the accounting for a change in estimate and a correction of an error?
Why might managements prefer one approach to another?
What pictures do the two accounting
presentations paint for the investors?

2) Considering the fact that the corporate controller is only one of several officers of a company, and not
the most senior officer, where do his or her responsibilities begin and end regarding the company’s
financial statements? Does the controller have a different responsibility for the financial reports than the
Vice President of Manufacturing, for example?
3) Where should the controller’s loyalties lie where there is a conflict between the interests of management
and GAAP reporting? Does the controller have a different responsibility to the public than the Vice
President of Manufacturing, for example?

4) Would your answer to the above question be different if the controller was or was not a CPA? Where
might a controller look for guidance, for help in managing a conflict between his or her perception of
what GAAP requires and what the rest of the management team believes to be in the best interest of the
company?
5) In your opinion, what is the theoretically correct answer? How might that answer be helpful or hurtful
for the company? For Mr. and Mrs. White? For the other members of the management team? For the
existing stockholders? For any potential new stockholders? If some are hurt and some are helped, how
should that conflict be resolved?
6) What should Mr. Field do, once he has finished his cup of coffee?

In any event, the class discussion ought to focus on the next steps Mr. Field should follow, given the
circumstances of the case. There appear to be four alternative courses of action for the Controller, none of which
will be ideal: 1) Mr. Field can agree to live with the compromise plan which is outlined in the case; 2) he can
insist that the prior errors be restated and the scheme which produced those errors be disclosed; 3) if he
concludes that he cannot live with the accounting, and management won’t change, he can wash his hands of the
whole affair and resign; 4) he can resign and call the SEC (or some other regulatory body), laying out the details
of the problem. The discussion of those alternatives in class should be sufficiently heated so as to help the
students understand the pain Mr. Field’s real-life counterpart must have felt as he struggled with the decision
posed by the case.

MANAGING THE DISCUSSION
It will be better if the students debate these alternatives between themselves — rather then if the debate ensues
between the students and the professor. At the beginning of the class the professor should call on individual
students asking for their position: if it develops that there are differences of position, the students representing
the different points of view should be asked to defend their decision, and an ongoing debate should be
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encouraged. If any one of the positions is under-represented, it may be appropriate to ask some students to
assume responsibility for those positions, for purposes of the debate.
To stimulate the discussion, and to be sure that advantages and disadvantages of each position are fully
understood, the professor might pose these questions, in support of — or in opposition to — the different points
of view. It would be best if the professor can avoid taking sides, and offer these comments alternatively, so as
to be seen as bolstering the debate rather then bolstering any one position. In fact, the only time where it might
be appropriate for the professor to push on a student is when he or she refuses to take a position. Those students
should be led to see that by taking no position they are backing into support of the group which will live with
the compromise. There can be no neutral ground for Mr. Field.

Questions which might be posed to those who argue for correction of an error treatment and restatement with
full disclosure of the past practices:

What real difference does it make? Won’t the stock market react very strongly to the drop off in earnings
in 1991? Will the market react any more strongly to a restatement of 1990 and 1989 than to a 50 percent
drop in income in 1991?
In fact, isn’t the approach laid out by the CEO less likely to hurt the company (and the share price) then
the full disclosure route you are advocating? Have you considered the cost to the company (and therefore
the stockholders) of the extended litigation which is sure to follow any re-statement?

Isn’t this a very technical issue? In fact, if one wanted to be purely technical isn’t it true that the thrust
of FASB 16 is to scale back the number of cases where companies have availed themselves of the
ambivalent wording in APB 20 and pushed problems back into prior years?
The presentation you argue for implies that the restated income statements will now be correct: but no
one knows for sure how much of the total problem belongs in any one year. In fact the biggest part of
the problem will be in the current year anyway, so why not let it all fall there?

Do you really think that all of those "restructurings" we have been reading about in the last several years
are all the result of belt-tightening decisions?

Isn’t the really important issue here to get Mr. and Mrs. White out of management, and move the
company off on a sound footing? That will happen with the planned, current period charge approach,
so why not let it happen?

Is it really reasonable to ask a management team to restate its prior financials, and explain in public that
they have been manipulating results? Any such disclosure is sure to bring all sorts of havoc on the
company and its people — especially Mr. and Mrs. White. The class-action lawyers will file damage suits
before the day is out. Why should any one volunteer for that grief? How can you ask them to do so?

Your principal ally in getting things done at RUN (the CEO) has already said that if a restatement is the
only alternative, he will insist on leaving things as they are, and bleeding the misstatements into income
over time. If you insist on your position, you are sure to be out of a job and the manipulation will
continue.
Why should you care? You will not be asked to sign anything this year, and 1992 — your first full year
as a controller — will begin with a correct balance sheet.
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[For those who want Mr. Field to talk the partner in the outside law firm, on the Board, and use him as
an ally to get this problem out in the open.] How are you going to approach him? What will you say?
He is a great friend of the White’s, and may very well know all about their practice of borrowing profits.
You will surly be fired for violating the confidence of your boss, and even then you can’t be sure that
the problem will be resolved.
Didn’t you try your best to alert the CPA’s to the problem? What more could you have done, given your
obligation to maintain the confidentiality of your internal discussions? Even if you might have done
something different then, isn’t it rather late to insist on your technical position now?

Let’s be very specific: What is wrong with the presentation in the financials? What is wrong with the
footnote. Write the footnote which will accompany your proposed restated financial statements. What
do you think will happen, as a result of your specific proposal?
Questions which might be posed to those who argue for acceptance of the compromise:

How can you reconcile this compromise with the explicit words in FASB 16, and APB 20 (especially
paragraphs 13, 36 and 37 of APB 20)?

Even if you do not know exactly how the manipulations affected any one year, is it not important to let
the public know that the prior year’s financials were manipulated, and by material amounts?
The manipulation by the management, in prior years, was wrong and probably fraud: by agreeing to the
compromise, aren’t you agreeing to a cover-up of their actions; aren’t you just as wrong as they — and
probably a participant in the fraud?

You have an exemplary career as an accountant — as a person of principle. Why throw all of that away
for this compromise, which only protects those in the company who manipulated the financial statements
for their own financial gain. Why should you jeopardize your reputation to protect their position?
You are the Controller of a publicly held company, and you are a CPA. Do you not have a professional
duty to the existing stockholders, to let them know that their past assessment of RUN’s management has
been based on false data? Do you not have a similar obligation to the future stockholders?
Questions which might be posed to those who argue for a silent resignation:

Do you not have an obligation to the public, based on your standing as a corporate officer and as a CPA,
to see that the compromise is exposed?

How can your loyalty to the Company, or your commitment to confidentiality transcend your obligation
to the public?
(And, of course, all of the questions which might be posed to those who argue for the compromise can
be posed to those who argue for a silent resignation.)

COMING TO A CONCLUSION
The objective of the discussion is to have a full airing of the pro and con arguments of the possible alternatives.
Ideally the class will come to the conclusion that the Controller in this case has no choice but to insist on a full
restatement of the financials, a full disclosure of the nature of the past practices, and that he cannot simply resign
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an quietly walk away. But the students must understand what a painful and courageous decision that will be.
The professor will want to watch the clock so that there is enough time to clear up any confusion which might
remain after the discussion — the discussion should emphasize the pain in the decision, but must not allow any
ambiguity as to the decision which is required. If the students cannot reach a consensus, the professor might sum
up with something like this:
"The SEC has made its position clear, and that seems to be consistent with what the public might expect of
a controller of a public company. We can expect a senior financial executive to understand the operations
of the company well enough to see material misstatements and manipulations, and when that information
comes to light he or she has no choice but to assure that the manipulations are stopped and the effects of past
errors are fully disclosed. The AICPA, with its new Ethics interpretations, has come to the same conclusion.
There may be some conflicting professional guidance out there, which suggests that confidentiality is an
overriding requirement for a Chief Financial Officer. And, it will be tempting to maintain allegiance to that
constituency which is near at hand, and to slight the obligation to the more abstract public constituency. In
the end, each of us will have to decide how we will respond to such a situation. Regardless of the SEC, the
AICPA, the IMA, or the FEI, the Chief Accounting Officer of a public company has an overriding obligation
to the public stockholders, and he or she compromises that obligation at considerable personal peril."

Before the class concludes, it will be useful for the professor to ask [if it hasn’t come up in the course of the
discussion],
"What can you take away from this discussion? Beyond the recognition that corporate officers do have a
unique obligation for the fairness of corporate financial reporting, what practical ideas have occurred to you?"

The discussion should then bring out the idea that Mr. Field was in a particularly difficult position in that he was
new to the company and had no established relationship with the outside board members or with the people from
the CPA firm. Many experienced corporate financial people will suggest that it is important to establish working
relationships with those outsiders, in advance of any problem, so that the CFO has a resource of last resort should
it be necessary. Similarly, Mr. Field joined a number of professional associations because of the network they
provided. However, he apparently didn’t feel comfortable with the idea of calling on those resources for advice
and council. Our students will be well advised to look for those networks, inside their company and outside, to
provide themselves with an extra source of strength. It is a mistake to think that we will always be strong
enough, personally, to manage every conflict which comes our way.
Finally, if they have not been assigned as advance readings, the professor may want to provide copies of the
AAERs cited in the next section of this teaching note, or any of the other references cited.
REFERENCE MATERIALS

The case is built around the facts outlined in several AAERs which involve Chief Accounting Officers. The most
current, and the one most directly identifiable with the RUN case is AAER 394, Administrative Proceedings
under Section 21C of the 1934 Act titled In the Matter of Mac M. Martirossian, June 30, 1992. In fact, it might
be appropriate to make copies of that Release for distribution to the class, as a "B" Case.
Other AAERs on the topic are:

AAER 93, In the Matter of Michael R. Maury. (Here the SEC first used the phrase "the good soldier
defense" when it argued that a Chief Accounting Officer could not defer to his or her superiors [the good
soldier defense is not enough] and knowingly allow the company to publish misleading financials.)
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AAER 108, In the Matter of Stewart Parness. (Here the SEC picked up its "good soldier" line of thought,
against a CFO who was a CPA, arguing that because of his professional experience he should have
investigated anomalous results in his company’s financials, and that if he had done so would have uncovered
the fraud.)

AAER 425, Securities and Exchange Commission v. Murphy. (Here the SEC brought an injunctive action
against the CFO of First Boston Co. alleging that he agreed to sign the firm’s representation letter [which was
sent to Shearson, the parent] attesting to the accuracy of the internal financials, when the Controller had
refused to sign that letter and had resigned. That internal report included a materially overstated income
statement, which caused Shearson’s income statement to be overstated.)
AAER 455, In the Matter of K. Clark Childers and Paul J. Argy. (Here the SEC charged a partner and a
manager of a CPA firm with unprofessional conduct. The manager disagreed with certain compromises the
partner had negotiated with the company, but because the financials had been released in his absence he
concluded that there was nothing he could do and so signed off on the workpapers. The SEC concluded that
the manager’s acquiescence could not be excused even thought he might have felt "a sense of futility after
his proposed approaches to certain accounting issues were repeatedly rejected." Although this AAER is
directed to auditors and their failure to apply GAAS, the requirement to be tenacious-for-fair-reporting is
consistent with the issues in the case at hand.)

It may also be appropriate to ask the students to study FASB 16, and to read APB 20, on the accounting for prior
period items. The background section of Statement 16 is particularly interesting for this case: it appears that
the Board’s research identified no companies which restated their financials because of an acknowledged error
— which is not really surprising, given the cost which would accompany such a restatement.
It might be useful to refer the students to those portions of the Report of the National Commission on
Fraudulent Financial Reporting (The Treadway Report) which refers to the role of [and the conflicting pressures
which devolve on] the Chief Accounting Officer. See particularly, pages 36 and 37.
Finally, the students may want to study the Codes of Conduct published by the AICPA, the IMA and the FEI.
(Pertinent parts of the AICPA Code and the Rules and Interpretations are reproduced here as Exhibit 1 and LA.
Also, the entire text of the code from each of the other organizations are attached here as Exhibits II and HI.)
These parts of the AICPA Code, and the Rules and Interpretations are applicable to members in industry as well
as to members in practice. Note that the AICPA code acknowledges that conflicting loyalties may make it difficult
for a member to adhere to the spirit of the code — but insist that the CPA owes a transcendent duty to the public.
That obligation has been clarified with the new Interpretations of rule 102 and 203, which are emphasized in the
copies of the Interpretations which are reproduced here. The new Interpretations emphasize the members’
obligations to make misstatements public, regardless of the cost, or the wishes of the rest of the management
team.
The IMA code follows the AICPA Interpretation closely, until the push-shove conclusion: the IMA code
argues that a member must push up through the organization to resolve a problem, but that confidentiality
considerations obligate members to resign in silence rather than take their concerns public. The FEI code stresses
the requirement that their members conduct their affairs with honesty and integrity, but it also stresses the
requirement to maintain the confidentiality of all information acquired in the course of the members’ work. The
FEI Code does not deal with the potential for a conflict between the obligation for confidentiality and the
obligation for full disclosure to the public.
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RUN, Inc.
Exhibits to the Teaching Notes

Exhibit I, Page 1

Extracts from the AICPA Ethics Code, Article II — The Public Interest

Exhibit I, Page 2

Extracts from the AICPA Ethics Code, Article HI — Integrity

Exhibit I, Page 3

Extracts from the AICPA Ethics Code, Article IV — Objectivity and
Independence

Exhibit Ia, Pages 1 and 2

Extracts from the AICPA Ethics Rules and Interpretations Section 102

Exhibit Ia, Pages 3 and 4

Extracts from the AICPA Ethics Rules and Interpretations — Section
203

Exhibit II

Standards of Ethical Conduct for Management Accountants, from the
Institute of Management Accounting

Exhibit III

Code of Ethics for the Membership of the Financial Executives Institute
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RUN, Inc.
Teaching Note
Exhibit I, Page 1
Extracts from the AICPA Code, Applicable to the Case

Article II—The Public

Interest
Members should accept the obligation to act in a way that will
serve the public interest, honor the public trust, and demonstrate
commitment to professionalism.

.01 A distinguishing mark of a profession is acceptance of its responsibil
ity to the public. The accounting profession’s public consists of clients, credit
grantors, governments, employers, investors, the business and financial com
munity, and others who rely on the objectivity and integrity of certified public
accountants to maintain the orderly functioning of commerce. This reliance
imposes a public interest responsibility on certified public accountants. The
public interest is defined as the collective well-being of the community of
people and institutions the profession serves.
.02 In discharging their professional responsibilities, members may
encounter conflicting pressures from among each of those groups. In resolving
those conflicts, members should act with integrity, guided by the precept that
when members fulfill their responsibility to the public, clients’ and employers’
interests are best served.
.03 Those who rely on certified public accountants expect them to
discharge their responsibilities with integrity, objectivity, due professional
care, and a genuine interest in serving the public. They are expected to
provide quality services, enter into fee arrangements, and offer a range of
services—all in a manner that demonstrates a level of professionalism consis
tent with these Principles of the Code of Professional Conduct.
.04 All who accept membership in the American Institute of Certified
Public Accountants commit themselves to honor the public trust. In return for
the faith that the public reposes in them, members should seek continually to
demonstrate their dedication to professional excellence.
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RUN, Inc.
Teaching Note
Exhibit I, Page 2
Extracts from the AICPA Code, Applicable to the Case

Article III—Integrity
To maintain and broaden public confidence, members should
perform all professional responsibilities with the highest sense of
integrity.

.01 Integrity is an element of character fundamental to professional
recognition. It is the quality from which the public trust derives and the
benchmark against which a member must ultimately test all decisions.
.02 Integrity requires a member to be, among other things, honest and
candid within the constraints of client confidentiality. Service and the public
trust should not be subordinated to personal gain and advantage. Integrity
can accommodate the inadvertent error and the honest difference of opinion; it
cannot accommodate deceit or subordination of principle.
.03 Integrity is measured in terms of what is right and just. In the
absence of specific rules, standards, or guidance, or in the face of conflicting
opinions, a member should test decisions and deeds by asking: “Am I doing
what a person of integrity would do? Have I retained my integrity?” Integrity
requires a member to observe both the form and the spirit of technical and
ethical standards; circumvention of those standards constitutes subordination
of judgment.
.04 Integrity also requires a member to observe the principles of objectiv
ity and independence and of due care.
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Teaching Note
Exhibit I, Page 3
Extracts from the AICPA Code, Applicable to the Case

Article IV—Objectivity and

Independence
A member should maintain objectivity and be free of conflicts of
interest in discharging professional responsibilities. A member in
public practice should be independent in fact and appearance when
providing auditing and other attestation services.

.01 Objectivity is a state of mind, a quality that lends value to a
member’s services. It is a distinguishing feature of the profession. The princi
ple of objectivity imposes the obligation to be impartial, intellectually honest,
and free of conflicts of interest. Independence precludes relationships that
may appear to impair a member’s objectivity in rendering attestation services.
.02 Members often serve multiple interests in many different capacities
and must demonstrate their objectivity in varying circumstances. Members in
public practice render attest, tax, and management advisory services. Other
members prepare financial statements in the employment of others, perform
internaLauditing services, and serve in financial and management capacities
in industry, education, and government. They also educate and train those
who aspire to admission into the profession. Regardless of service or capacity,
members should protect the integrity of their work, maintain objectivity, and
avoid any subordination of their judgment.
.03 For a member in public practice, the maintenance of objectivity and
independence requires a continuing assessment of client relationships and
public responsibility. Such a member who provides auditing and other attesta
tion services should be independent in fact and appearance. In providing all
other services, a member should maintain objectivity and avoid conflicts of
interest.
.04 Although members not in public practice cannot maintain the appear
ance of independence, they nevertheless have the responsibility to maintain
objectivity in rendering professional services. Members employed by others to
prepare financial statements or to perform auditing, tax, or consulting services
are charged with the same responsibility for objectivity as members in public
practice and must be scrupulous in their application of generally accepted
accounting principles and candid in all their dealings with members in public
practice.
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RUN, Inc.
Teaching Note
Exhibit IA, Page 1
Extracts from the AICPA Ethics Rules and Interpretations —
Section 102

Integrity and
Objectivity
.01 Rule 102—Integrity and objectivity. In the performance of any
professional service, a member shall maintain objectivity and integrity, shall
be free of conflicts of interest, and shall not knowingly misrepresent facts or
subordinate his or her judgment to others.

(As adopted January 12,1988.]

Interpretations under Rule 102—Integrity and Objectivity
Interpretations and Ethics Rulings which existed before the adop
tion of the Code of Professional Conduct on January 12,1988, will
remain in effect until further action is deemed necessary by the
appropriate senior technical committee.

.02 102
*1
—Knowing misrepresentations in the preparation of fi
nancial statements or records. A member who knowingly makes, or permits
or directs another to make, false and misleading entries in an entity’s financial
statements or records shall be considered to have knowingly misrepresented
facts in violation of rule 102 (ET section 102.01].
.03 102-2—Conflicts of interest. A conflict of interest may occur if a
member performs a professional service for a client or employer and the
member or his or her firm has a significant relationship with another person,
entity, product, or service that could be viewed as impairing the member’s
objectivity. If this significant relationship is disclosed to and consent is
obtained from such client, employer, or other appropriate parties, the rule
shall not operate to prohibit the performance of the professional service. When
making the disclosure, the member should consider rule 301, “Confidential
Client Information” (ET section 301.01].
Certain professional engagements require independence. Independence
impairments under rule 101 [ET section 101.01] and its interpretations cannot
be eliminated by such disclosure and consent.
[Effective August 31,1989.]
.04 102-3—Obligations of a member to his or her employer’s exter
nal accountant. Under rule 102 [ET section 102.01], a member must main
tain objectivity and integrity in the performance of a professional service. In
dealing with his or her employer’s external accountant, a member must be
candid and not knowingly misrepresent facts or knowingly fail to disclose
material facts. This would include, for example, responding to specific inquir
ies for which his or her employer’s external accountant requests written
representation.
[Effective November 30,1993.]
.05 102-4—Subordination of judgment by a member. Rule 102 [ET
section 102.01] prohibits a member from knowingly misrepresenting facts or
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RUN, Inc.
Teaching Note
Exhibit IA, Page 2
Extracts from the AICPA Ethics Rules and Interpretations —
Section 102

subordinating his or her judgment when performing professional services.
Under this rule, if a member and his or her supervisor have a disagreement or
dispute relating to the preparation of financial statements or the recording of
transactions, the member should take the following steps to ensure that the
situation does not constitute a subordination of judgment:1
1.
The member should consider whether (a) the entry or the failure to
record a transaction in the records, or (b) the financial statement
presentation or the nature or omission of disclosure in the financial
statements, as proposed by the supervisor, represents the use of an
acceptable alternative and does not materially misrepresent the
facts. If, after appropriate research or consultation, the member
concludes that the matter has authoritative support and/or does not
result in a material misrepresentation, the member need do nothing
further.
2.
If the member concludes that the financial statements or records
could be materially misstated, the member should make his or her
concerns known to the appropriate higher level(s) of management
within the organization (for example, the supervisor's immediate
superior, senior management, the audit committee or equivalent,
the board of directors, the company’s owners). The member should
consider documenting his or her understanding of the facts, the
accounting principles involved, the application of those principles to
the facts, and the parties with whom these matters were discussed.
3.
If, after discussing his or her concerns with the appropriate person(s) in the organization, the member concludes that appropriate
action was not taken, he or she should consider his or her continuing
relationship with the employer. The member also should consider
any responsibility that may exist to communicate to third parties,
such as regulatory authorities or the employer’s (former employer’s)
external accountant. In this connection, the member may wish to
consult with his or her legal counsel.
4.
The member should at all times be cognizant of his or her obliga
tions under interpretation 102-3 (ET section 101.04].
(Effective November 30,1993.]

1 A member in the practice of public accounting should refer to the Statements on Auditing
Standards. For example, see SAS No. 22, Planning and Supervision [AU section 311], which
discusses what the auditor should do when there are differences of opinion concerning accounting
and auditing standards.
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Exhibit IA, Page 3
Extracts from the AICPA Ethics Rules and Interpretations —
Section 203

Accounting Principles
.01 Rule 203—Accounting principles. A member shall not (1) express
an opinion or state affirmatively that the financial statements or other
financial data of any entity are presented in conformity with generally
accepted accounting principles or (2) state that he Or she is not aware of any
material modifications that should be made to such statements or data in
order for them to be in conformity with generally accepted accounting princi
ples, if such statements or data contain any departure from an accounting
principle promulgated by bodies designated by Council to establish such
principles that has a material effect on the statements or data taken as a
whole. If, however, the statements or data contain such a departure and the
member can demonstrate that due to unusual circumstances the financial
statements or data would otherwise have been misleading, the member can
comply with the rule by describing the departure, its approximate effects, if
practicable, and the reasons why compliance with the principle would result in
a misleading statement.
[As adopted January 12,1988.]

Interpretations under Rule 203—Accounting Principles
Interpretations and Ethics Rulings which existed before the adop
tion of the Code of Professional Conduct on January 12,1988, will
remain in effect until further action is deemed necessary by the
appropriate senior technical committee.

.02 203-1—Departures from established accounting principles. Rule
203 [ET section 203.01] was adopted to require compliance with accounting
principles promulgated by the body designated by Council to establish such
principles. There is a strong presumption that adherence to officially estab
lished accounting principles would in nearly all instances result in financial
statements that are not misleading.

However, in the establishment of accounting principles it is difficult to
anticipate all of the circumstances to which such principles might be applied.
This rule therefore recognizes that upon occasion there may be unusual
circumstances where the literal application of pronouncements on accounting
principles would have the effect of rendering financial statements misleading.
In such cases, the proper accounting treatment is that which will render the
financial statements not misleading.
The question of what constitutes unusual circumstances as referred to in
rule 203 (ET section 203.01] is a matter of professional judgment involving the
ability to support the position that adherence to a promulgated principle
would be regarded generally by reasonable men as producing a misleading
result.

Examples of events which may justify departures from a principle are
new legislation or the evolution of a new form of business transaction. An
unusual degree of materiality or the existence of conflicting industry practices
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Exhibit LA, Page 4
Extracts from the AICPA Ethics Rules and Interpretations —
Section 203

are examples of circumstances which would not ordinarily be regarded as
unusual in the context of rule 203 [ET section 203.01].

.03 203-2—Status of FASB interpretations. Council is authorized
under rule 203 [ET section 203.01] to designate a body to establish accounting
principles and has designated the Financial Accounting Standards Board as
such body. Council also has resolved that FASB Statements of Financial
Accounting Standards, together with those Accounting Research Bulletins and
APB Opinions which are not superseded by action of the FASB, constitute
accounting principles as contemplated in rule 203 [ET section 203.01].
In determining the existence of a departure from an accounting principle
established by a Statement of Financial Accounting Standards, Accounting
Research Bulletin or APB Opinion encompassed by rule 203 [ET section
203.01], the division of professional ethics will construe such Statement,
Bulletin or Opinion in the light of any interpretations thereof issued by the
FASB.
[.04] [203-3]—[Deleted]
.05 203-4—Responsibility of employees for the preparation of fi
nancial statements in conformity with GAAP. Rule 203 [ET section
203.01] provides, in part, that a member shall not state affirmatively that
financial statements or other financial data of an entity are presented in
conformity with generally accepted accounting principles (GAAP) if such
statements or data contain any departure from an accounting principle
promulgated by a body designated by Council to establish such principles that
has a material effect on the statements or data taken as a whole.
Rule 203 [ET section 203.01] applies to all members with respect to any
affirmation that financial statements or other financial data are presented in
conformity with GAAP. Representation regarding GAAP conformity included
in a letter or other communication from a client entity to its auditor or others
related to that entity’s financial statements is subject to rule 203 [ET section
203.01] and may be considered an affirmative statement within the meaning
of the rule with respect to members who signed the letter or other communica
tion; for example, signing reports to regulatory authorities, creditors and
auditors.
[Effective November 30,1993.]
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Exhibit II
Standards of Ethical Conduct for Management Accountants
(Reproduced by permission of the Institute of Management Accountants)

Standards of Ethical Conduct
for Management Accountants
anagement accountants have an obligation to the organi
zations they serve, their profession, the public, and
themselves to maintain the highest standards of ethical
conduct. In recognition of this obligation, the National
Association of Accountants has promulgated the following
ethical conduct for management accountants. Adherence to these
standards is integral to achieving the Objectives of Management
Accounting.1 Management accountants shall not commit acts contrary
to these standards nor shall they condone the commission of such acts
by others within their organizations.

M

COMPETENCE
Management accountants have a responsibility to:
■ Maintain an appropriate level of professional competence by ongoing
development of their knowledge and skills.
■ Perform their professional duties in accordance with relevant laws,
regulations, and technical standards.
■ Prepare complete and clear reports and recommendations after
appropriate analyses of relevant and reliable information.
CONFIDENTIALITY
Management accountants have a responsibility to:
■ Refrain from disclosing confidential information acquired in the
course of their work except when authorized, unless legally obligat
ed to do so.
■ Inform subordinates as appropriate regarding the confidentiality of
information acquired in the course of their work and monitor their
activities to assure the maintenance of that confidentiality.
■ Refrain from using or appearing to use confidential information ac
quired in the course of their work for unethical or illegal advantage
either personally or through third parties.

INTEGRITY
Management accountants have a responsibility to:
■ Avoid actual or apparent conflicts of interest and advise all appro
priate parties of any potential conflict.
■ Refrain from engaging in any activity that would prejudice their
ability to carry out their duties ethically.
■ Refuse any gift, favor, or hospitality that would influence or would
appear to influence their actions.
■ Refrain from either actively or passively subverting the attainment of
the organization’s legitimate and ethical objectives.
■ Recognize and communicate professional limitations or other con
straints that would preclude responsible judgment or successfill per
formance of an activity.
■ Communicate unfavorable as well as favorable information and
professional judgments or opinions.

■ Refrain from engaging in or supporting any activity that would
discredit the profession.

OBJECTIVITY
Management accountants have a responsibility to:
standards of
■ Communicate information fairly and objectively.
■ Disclose fully all relevant information that could reasonably be
expected to influence an intended user’s understanding of the re
ports, comments, and recommendations presented.

RESOLUTION OF ETHICAL
CONFLICT
In applying the standards of ethical conduct, management
accountants may encounter problems in identifying unethical behav
ior or in resolving an ethical conflict. When faced with significant
ethical issues, management accountants should follow the estab
lished policies of the organization bearing on the resolution of such
conflict. If these policies do not resolve the ethical conflict, man
agement accountants should consider the following course of
action:

■ Discuss such problems with the immediate superior except when
it appears that the superior is involved, in which case the prob
lem should be presented initially to the next higher managerial
level. If satisfactory resolution cannot be achieved when the
problem is initially presented, submit the issues to the next
higher managerial level.
If the immediate superior is the chief executive officer, or
equivalent, the acceptable reviewing authority may be a group
such as the audit committee, board of directors, board of trust
ees, or owners. Contact with levels above the immediate supe
rior should be initiated only with the superior’s knowledge,
assuming the superior is not involved.
■ Clarify relevant concepts by confidential discussion with an
objective advisor to obtain an understanding of possible courses
of action.
■ If the ethical conflict still exists after exhausting all levels of
internal review, the management accountant may have no other
recourse on significant matters than to resign from the organiza
tion and to submit an informative memorandum to an appropri
ate representative of the organization.
Except where legally prescribed, communication of such prob
lems to authorities or individuals not employed or engaged by the
organization is not considered appropriate.
1 National Association of Accounting, Statements on Management Accounting:
Objectives of Management Accounting, Statement No. 1B, New York, N.Y.,
June 17, 1982.
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CODE OF ETHICS
To be eligible for active membership in Financial Executives Institute, applicants must possess those personal
attributes such as character, personal integrity and business ability that will be an asset to the Institute. They must
also meet pre-established criteria indicating a high degree of participation in the formulation of policies for the
operation of the enterprises they represent and in the administration of the financial functions. Members of the
Institute are expected to follow this Code of Ethics.
As a member of Financial Executives Institute, I will:

Conduct my business and personal affairs at all times with honesty and integrity.
Provide complete, appropriate and relevant information in an objective manner when reporting to management,
stockholders, employees, government agencies, other institutions and the public.
Comply with rules and regulations of federal, state, provincial, and local governments, and other appropriate
private and public regulatory agencies.
Discharge duties and responsibilities to my employer to the best of my ability, including complete
communication on all matters within my jurisdiction.

Maintain the confidentiality of information acquired in the course of my work except when authorized or
otherwise legally obligated to disclose. Confidential information acquired in the course of my work will not be
used for my personal advantage.
Maintain an appropriate level of professional competence through continuing development of my knowledge
and skills.
Refrain from committing acts discreditable to myself, my employer, FEI or fellow members of the Institute.
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